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goods market. 





hands of the population reduces the possibility of 
buying goods in the market. But some taxes have 
greater anti-inflationary effect than others. The least 
anti-inflationary is a highly progressive income tax. In 
combating the dangers of inflation, i.e., the possibility 
that money incomes of the population outrun the 
amount of available commodities in the market, the 
income tax is a very weak weapon. In the upper 
brackets a highly progressive income tax rate does 
not appreciably stimulate any reduction of consump- 
tion by the rich and is likely simply to reduce their 
investments in the various branches still open for 
expansion or into government securities. 


hands tax reducing the amount of money in the 


Anti-inflationary Effect 


In the lower brackets an income tax has a very 
minor anti-inflationary effect. In the new Treasury 
bill a married couple (no dependents) with a $3,000 a 
year income will pay $285 income tax instead of $138. 
Thus they will be able to spend only $12 per month 
less than in the previous year which means a negligible 
anti-inflationary effect. On the other hand, couples 
With the same income and tax may save some $300 a 
year and thus considerably relieve the pressure on the 
market. Still a third type of couples with the same 
income may have increased their income in the last 
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“Under war conditions of restricted production the chief pre-occu- 
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year from $2,500 to $3,000, but their tax will rise from 
$90 to $285, or $195 on a $500 rise in income. Certainly 
their capacity to save is much greater. 


At the same time, couples with incomes of $1,600 
per annum will now pay $16 in income tax instead of 
$6 in the course of a whole year which practically 
means no anti-inflationary effect, even if there are one 
million such families. In Mississippi people can live 
comfortably on a $1,600 income whereas it is much 
harder in Chicago, New York or Washington. 

Lowering exemptions would serve no good purpose 
either, since it would complicate collection and yield 
negligible additional revenue. On the other extreme, 
the tremendously high rates proposed for all incomes 
above $100,000—ranging from 69 to 90%—on top of 
enormous rates on corporate incomes, ranging from 
24 to 55% plus excess profits rates of 50 to 75%—to 
which must be added the confiscatory estate tax rates 
ranging from 43% for estates of $600,000 to 75% for 
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estates of $10,000,000,—will simply tend to wipe out 
large fortunes and large corporations. It should be 
noted that in addition to all of these rates various state 
and local taxes are imposed (for instance, a 7% state 
income tax for $1,000,000 income in New York). 
\Vhether the war is the proper time for such an ex- 
cessive tax in the upper brackets may be questioned. 
Without achieving any substantial addition to the 
revenue from these abnormal, purely confiscatory rates 
in the upper brackets we leave hardly “any incentive 
for the maintenance of efficiency in business operation,” 
as the Secretary of the Treasury himself has told the 
Ways and Means Committee. He is therefore inclined 
to permit the corporate tax beyond an 80% rate to be 
held by the government to the account of the corpora- 
tion and be returnable after the war on certain conditions. 


Why not recognize this idea all along the line? In- 
stead of excessive rates we should proclaim compulsory 
investment of part of the large normal and excess 
profits in government securities for the duration of 
the war.! For all other incomes instead of the pro- 
posed sharp increase of the tax rates a compulsory 
saving should be introduced, as proposed in my “Plan 
for Compulsory Emergency Savings.” ? 


Compulsory Savings 


In the present emergency our chief aim must be not 
so much curtailing income as reducing expenditures 
of the population. Any person receiving a high income 
but not spending it on himself is doing a great service 
to the community under war conditions. Mutatis 
mutandis, we must insist that all, including the people 
in the lowest brackets, must reduce their spending and 
save. 

This can be achieved in the following way: Any 
sale, any payment, any transaction must be accom- 
panied by a 10% (or 5%, if so decided) compulsory 
This 
plan should be extended also to all rent payments, 
doctor, attorney and other professional fees, wages and 


purchase of defense savings bonds or stamps. 


salaries, dividends and interest, real estate transfers, 
trust fees, annuities, gifts, hotel bills, public utility 
charges, wholesale and manufacturing sales, etc. 
Such a system of compulsory savings at a 10% rate 
may yield the Treasury some $20,000,000,000 per an- 
num without burdening anyone, since always an 
equivalent in the form of bonds or stamps is given. 
The collection would be automatic * and would amount 
to withholdings, the other party not being interested 
in collusion. It could be collected much more smoothly 
than the retail sales tax because the seller of a com- 


1 This is proposed in my ‘‘Plan for Immediate Tax Measures’’ in 
the February, 1942, issue of Taxes, p. 82. 

? Published in Taxes, January, 1942, p. 42. 
3 For details see Taxes, January, 1942, p. 42. 





modity would not be interested in failing to charge the 
“emergency saving” and the payer would be interested 
in receiving the equivalent (the bond or stamp). 


All and everybody would be compelled to save as 
soon as he or she began to spend. This would be the 
most powerful anti-inflationary measure. 


The possible reference that this Emergency Saving 
will particularly “hurt the poor” should be dismissed 
once and for all: everybody receives a full equivalent 4 
and the United States is not a “country of the poor.” 
In the United States 70% of the national income con- 
sists of wages and salaries, a much happier situation 
than in any nation in the world, and the average salary 
and wage, and the average income of American citi- 
zens, is considerably higher than among all other 
countries. The total amount of dividends from cor- 
porations paid out to the millions of American share- 
holders is insignificant (some 5% of national income) 
in comparison with the total of wages and salaries. 


The Sales Tax 


If we do not apply drastic anti-inflationary measures 
at once the wage and salary earners will be the chief 
sufferers. There is no other way out! Ina country 
like the United States a general sales tax would be the 
most natural tax to collect and another powerful anti- 
inflationary weapon. The poor man always pays a 
much smaller amount to the Treasury in form of a 
sales tax than the well-to-do or rich man, since he 
spends less and pays in addition no, or only a very 
small, income tax. The general sales tax is much 
fairer than practically all our excise taxes.® 

In a much poorer country, in Soviet Russia, where 
the average wage and salary is only $68 per month, 
and the cost of living is much higher than in Chicago 
or New York, the government collects $25,000,000,000 
per annum (1940) in the form of a general sales (turn- 
over) tax or some $120 per capita. Why is it that the 
much better paid American workmen cannot support a 


much milder, say 2%, general sales tax? 


From the standpoint of the collection technique, and 
of simplicity of payment, the sales tax has great ad- 
vantages over the complicated process of filing millions 
of income tax returns in the lowest brackets and of 
controlling them. From this standpoint alone a mild 
sales tax is preferable to lowering exemptions to some 
$400 or $500 and the payment is effected gradually, a 
few cents each day. 





4In my scheme, as described in Taxes, January, 1942, p. 42, in 
exceptional cases where compulsory savings inflicts particular hard- 
ship, partial or full redemption will be permitted. Voluntarily sub- 
scribed Defense Bonds will enjoy the right of redemption at all 
times, 

5 For detailed discussion see my article in Taxes, February, 1°. 
p. 82. 

6 See my article, ‘“Recent Changes in the Soviet Tax System”, in 
Taxes, November, 1941, p. 677. 
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The Withholding Procedure 


Just as extremely technically complicated and in- 
volving tremendous additional work, cost, and re- 
sponsibility on all employers would be the proposed 
gradual collection of the income tax from all employees 
by means of withholding. At the end of the year 
every employee must recapitulate his total and final 
payments—a most complicated procedure which would 
also impose unnecessary strain on the tax inspectors. 
In comparison with the simple and still costly (for the 
employers) technique of social security payments, the 
proposed withholding procedure is almost unsur- 
mountable! The proposed withholding procedure for 
stocks, bonds and interest is extremely difficult to fol- 
low. Instead of all this frightfully complicated pro- 
cedure, why not introduce a simple rebate for all tax 
liabilities discharged in advance or without using the 
installment privilege?* The Treasury calculates that 
the new collection with its withholding procedure will 
necessitate a $10,000,000 per annum increase of the 
Treasury’s personnel. And how much more will this 
cost to the reporting public? 


Collections 


Of course, the introduction of the federal general 
sales tax will demand an increase of the collectors’ 
apparatus. A great saving may be achieved in many 
states in this respect by special arrangements (and 
eventually through sharing in the proceeds with the 
states). The payment will begin only three months 
after the enactment of the law and final control much 
later than that. Consequently there is sufficient time 
to organize the apparatus, particularly by employing 
accountants among old pensioners or from the draftees 
of the 1-B category. 


Pyramided Sales Tax 


The collection would be greatly simplified and evasion 
successfully curbed if the general sales tax would be 
collected in the form of a general pyramided sales (turn- 
over) tax at a comparatively low 2% rate, as usually 
organized in Europe.’ It would tax at this low rate 
all business transactions: extractive, manufacturing, 
wholesale and retail. Contrary to inexpert concep- 
tion, the pyramided sales tax needs much less con- 
trolling (the tax inspectors have to inspect books of 
Various clients only at random), is cheaper to collect, 
and is less liable to evasion than a manufacturers’ or 
a retailers’ sales tax. The latter would have to be 
levied at an excessive rate (6 to 10%) to yield the 
Treasury the same amount of revenue,—and therefore 
more liable to evasion,—as the general pyramided 2% 
(turnover) sales tax would yield. No kind of trade 


‘This was recommended by me in Taxes, February, 1942, p. 80. 
*For detailed discussion see Taxes, February, 1942, p. 82. 
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(food, etc.) should be excluded and the separate charging 
of the sales tax (as is customarily done in the states) 
should be strictly forbidden as in Europe. Under 
these conditions we would create a technically sound, 
economically rational, and highly anti-inflationary tax 
yielding some 4 to 4% billion dollars a year. For the 
overwhelming majority of the population a small re- 
duction in the amount spent on food will not necessarily 
mean less calories or vitamins consumed but only less 
expensive varieties. Larger families already receive 
a reduction in the form of family income tax allowances. 

It should be noted that the pyramided sales (turn- 
over) tax would not fall on the amount spent by the 
population on housing. Therefore, this would relieve 
somewhat the lower paid classes in the payment of the 
(shifted) sales tax. Families with an income of $500 
to $750 per annum spend on the average: $310 on food 
and $125 on housing and families with an income of 
$750-$1,000 spend $380 and $161 respectively, or about 
20% of their expenditures will not be affected by the 
sales tax, nor by the “compulsory emergency savings”. 

Some people think that the introduction of a gen- 
eral sales tax would at once lead to a demand for 
higher wages or would complicate the price control 
system. There is nothing to support such a claim: 
(1) the general rise in prices due to increased taxation 
would be negligible and much less than the natural 
uncontrolled rise in recent months; (2) by cutting off 
some purchasing capacity the sales tax would tend 
rather to stabilize prices than to disturb them; and 
(3) there also would be a slight check on rising agri- 
cultural prices. 


Tax Burden 


The Secretary of the Treasury opposes the sales tax 
on the ground that “a single person with an income 
of $750 now pays $130 in federal, state and local taxes 
of all kinds and a married couple earning $1,500 now 
pays $250 in taxes of all kinds.” This is an important 
statement but it does not tell the whole story in the 
proper light. Calculations of this kind are always very 
artificial and often quite misleading. In the tax bur- 
den, as stated above, less than one-third pertains to 
federal taxation. In the realm of federal taxation, if 


.these people do not smoke or drink, a very small item 


remains, probably only about $15 for a single person 
and not more than $40 for the married couple in fed- 
eral taxes, including the social security tax, which is 
no “tax” after all. With reference to state and local 
taxes we have to pass a very mild judgment on the 
oppressiveness of the greater part of it (over 50%), 
namely on the general property tax which is assumed 
to be “shifted” by the building owners onto the tenants. 
This item should be considered much more an expense 
of housing which includes direct benefits to the users, 
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including their protection, health service and educa- 
tion thanatax. This is what the Britishers call “bene- 
”9 If a municipality were a private 
corporation supplying housing, etc., (including all 
services of a city, such as free education) it would 
have included the cost of all these services in the 
amount of rentals paid and nobody would have called 
them “taxes.” The remaining state and local taxes 
include such items as the sales tax, the proceeds of 
which go mostly to unemployment aid and special 
security (thus chiefly benefiting the lower income 
groups), the gasoline and motor vehicle taxes (as 
payment for the use of roads), and a comparatively 
small item of business taxes shifted to the consumers. 

Therefore, there is no great oppressiveness in the 
American tax system for the lower income classes.’° 
And Americans can be proud of their tax system in 
comparison with that of any other nation. The Fed- 
eral Government can certainly proceed with an all- 
embracing taxation in the present war situation without 
inflicting particular hardships on the lower-income 
classes. And why shouldn’t everybody pay for gov- 
ernment services? 


ficial taxation. 


Excise Taxes 

Unfortunately, the new bill did not introduce or in- 
crease sufficiently other possible taxes: *! tobacco tax 
should be increased much more and perhaps doubled ; 
gasoline tax at 10 cents a gallon would curb all un- 
necessary rides; a 5-cent per pound sugar tax could 
have yielded some $600,000,000 per annum; coffee, tea 
and cocoa could be taxed also; various stamp taxes 
(on checks, receipts, etc.) and postage rate increases 
would have added hundreds of millions without hurt- 
ing anyone. 


Conclusions 


To sum up, | am inclined to think that the tax bill 
proposed by the Secretary of the Treasury Morgen- 
thau has the following shortcomings: 

(1) It imposes a serious tax burden only on a very 
small minority of the population, namely, on the upper 
brackets and corporations; 

(2) it has practically no anti-inflationary effect, 
nor any encouragement of savings; 

(3) the total yield of the proposed taxes is abso- 
lutely inadequate and out of any proportion to the 
necessary amount of revenue and the authorized amount 
of expenditures; consequently we face a new and a 
much more formidable tax bill in the near future. 


® Cf. Royal Commission on Local Taxation, Final Report, 1900, 
p. 211%. 

1 The TNEC investigation (Mono. No. 3p.6) calculates that in the 
$500-$1000 class 6.6% of income is spent on federal and 11.4% on 
state and local taxes, and approximately the same proportion exists 
for all classes with $1000 to $3000 income. A better approach is 
found in Twentieth Century Fund, Studies, by M. Newcomer, 1937, 


b eee 


See in detail my proposals in Taxes, February, 1942, p. 83. 
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(4) The new tax burden imposed on the chief re- 
cipient of national income enjoying about 70% oi it 
(the wage and salary earners) is absolutely inade- 
quate considering the gigantic fiscal tax before the 
nation; we simply cannot avoid imposing a much 
heavier share on this class than heretofore, or else we 
will be drowned in the stream of inflation to the detri- 
ment of this very class. 

(5) No consideration is given to the fundamental 
difference in the basic conditions of public finance 
during a war and in peace time. The nation and par- 
ticularly the broad masses must substantially curtail 
their consumption and save more; it is not that we 
must force the population to starve but we must pre- 
vent the expanded money receipts from being applied 
to a greater volume of purchases since the war time 
restrictions prevent any expansion of civil goods pro- 
duction. 

(6) No other country is compelled to insist on 
greater savings than the United States at the present 
moment because in peace time our tremendous wealth 
permitted us to buy a colossal amount of automobiles, 
radios, etc., now on the restricted list: a compulsory 
saving is necessary for the duration and not rationing. 
Rationing can be applied successfully to very limited 
kinds of commodities only, where no expansion oi 
production is feasible (rubber, etc.) ; in other fields we 
may achieve restricted consumption by a high tax 
(gasoline). It would be disastrous to apply rationing 
to food products in this country or to try to stop some 
rise in prices which might have a beneficial effect of 
increased production (credit expansion may also help 
the situation). 

(7) The Treasury bill is based on the common but 
fallacious assumption that direct taxation, and par- 
ticularly income taxation, is always much to be pre- 
ferred toa great variety of indirect taxes. The income 
tax is one of the most difficult to administer, is evaded 
in many cases, and by its very nature is far from being 
equitable or rational: (a) tax exemptions are always 
arbitrary and never can be properly adjusted to the 
difference in the cost of living in various parts of the 
country; (b) progressive rates are naturally more or 
less arbitrary; (c) the discrimination between earned 
and unearned incomes is just as arbitrary, although in 
substance necessary; it is a pity that the new Dull 
discontinues this distinction ?? under the very strange 
pretext of “complexities” involved; (d) depreciation 
allowances are necessarily artificial and liable to 
abuse; (e) great unfairness is inflicted on incomes 
fluctuating from year to year, and [Turn to page 237] 





122 It could have been retained if previously we would have intro- 
duced a separate income tax on wages and salaries as done in 
Europe and long ago and repeatedly recommended by me. Cf. in 
Taxes, February, 1942, p. 81, and in my study The Place of Illinois 
in a Rational Scheme of Tax Reform, Evanston, 1941, p. 13f. 


tax¢ 
lem 
nev 
cen 
alw 
rate 
we 


7 
to 
dis 
ma 
the 
pre 
anc 
suc 
pay 
gla 
dat 
the 
sh« 
wc 
sul 


ne 
de 
wl 
so 


cre 





lied 
ime 
)TO- 


on 
ent 
alth 
les, 
OTY 
ing. 
ited 
1 of 
; we 
tax 
ling 
ome 
t of 


help 


but 
par- 
pre- 
ome 
rded 
eing 
vays 
. the 
f the 
re or 
rned 
xh in 

bill 
ange 


rtion 


Cf. in 
Llinois 
3f. 


Excess Profits Tax Recommendations 


For the Revenue Act of 1942° 


By ROBERT N. MILLER** 


HE House of Delegates of the American Bar 
Association has directed us to present five 
recommendations dealing with excess profits 
All of them deal with the Government’s prob- 
lem of making the tax laws workable, rather than with 
new kinds of taxes or with rate questions. We con- 
centrate on administrative workability because it is 
always important and becomes especially so as tax 
rates get high; and because this is the field as to which 
we have had a real volume of experience. 


taxes. 


(l) Need to Restore to Commissioner Broad 
Powers to Adjust Abnormalities 


The most important of these recommendations has 
to do with the necessity of giving the Commissioner 
discretion to correct excessive hardships due to abnor- 
malities—a necessity which becomes pressing only as 
the rates get very high. The Government had sucha 
provision in the Revenue Acts of 1917, 1918 and 1921, 
and made profitable use of it; the Government needs 
such a provision now—needs it worse than the tax- 
payers do—and will profit by enacting it. We are 
glad to see that Mr. Paul suggests in his statement 
dated March 3, 1942, in Article 2(a), an expansion of 
the relief provisions. We fully agree with him that it 
should be invokable only when (a) excessive hardship 
would otherwise result or (b) the relief indicated is 
substantial. 

Since our committee last appeared here, certain 
new illustrations of the need of such a provision have 
developed. Consider a corporation in an industry 
which was depressed during the four-year base period, 
so that it gets no help from the base period income 
credit. Suppose, also, its capital stock was issued in 
the year 1929 in exchange for the stock of about ten 
thousand stockholders of a predecessor corporation. 
Suppose that these stockholders had purchased their 
stock at different times over a twenty-year period. 
Under this law its equity invested capital can be com- 
puted only by discovering the amounts which each of 
the ten thousand stockholders paid for his stock, when- 


_—_— 


*Statement before the Committee on Ways and Means, March 
10, 1942, 

** Attorney, Washington, D. C.; Chairman of the Excess Profits 
Tax Committee, Taxation Section, American Bar Association. 
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ever he bought it. Since that stock was acquired at 
different times, and since many of the stockholders 
have died, the task of first ascertaining who the stock- 
holders were and of then finding out what each one 
paid for his particular shares, is a colossal task of in- 
vestigation which even by spending large sums can 
never be fully performed. The result is that neither 
the Government nor the company will ever know 
actually what the company’s technical invested capital 
is. If the Government allows the corporation only 
the invested capital that can be proved, its invested 
capital credit will have no proper relation to the real 
facts, and the corporation may have to pay a fantastic 
excess profits tax, putting it at a serious disadvantage 
as compared with competitors who do not happen to 
have that particular quirk in their financial history. 

The heavy excess profits tax rates in such a case will 
be imposed not because the company earned a high rate 
on its invested capital, but because it is a company which 
happens not to be able to prove the peculiar facts, difficult 
to discover, which have to be proved under the rigid 
and highly technical statutory definition of invested 
capital. There is no provision in the present law per- 
mitting the Commissioner to deal with this situation 
in a practical way, no matter how fantastic the result. 
The Government is forced by law to demand the fan- 
tastic tax, and all the company can do is to fight it to 
the limit—because the company’s very life, in the com- 
petitive field in which it operates, depends on avoiding 
the handicap of such heavy tax-discrimination against 
it. Inthe net, you see, the Government suffers; it gets 
controversies instead of money, or even if it wins in 
court it is in the undesirable position of a dairyman 
who over-milks his cow. Our whole system of taxa- 
tion is damaged when an impression is spread among 
taxpayers that the tax law is unreasonable and not 
worthy of respect. In such a case as this you will see 
that the Government needs relief just as badly as the 
taxpayer, and is likely to be hurt if such relief is not 
forthcoming. 


Situation Can Be Avoided 


This situation can be avoided, and the Government 
can be permitted to agree promptly with the taxpayer 
on an amount of tax which accords with the aim of the 
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law, if the Commissioner, or some other authority, is 
given the adjusting powers which the Commissioner 
possessed up to the time the amendments of last March 
took such powers out of the law. 

The process of atljusting for this inability to prove 
the technical invested capital would involve a finding 
on the part of the Commissioner as to what would be a 
normal invested capital for that taxpayer, in the light 
of the experience of competitors in the same business. 
Granting that the giving of such power to the tax 
authorities puts a very heavy responsibility on their 
organization, it remains true that they already carry 
acceptably many responsibilities equally severe, and 
that to give the Commissioner and his office these 
responsibilities is far less dangerous to the Govern- 
ment than to force the Government to attempt to 
collect, in such peculiar cases, amounts so unreasonable 
that collection can be achieved only at the expense of 
permanent injury to the taxpayer and damage to the 
reputation of the taxing laws. 


Consider now an entirely different kind of hardship 
which can easily occur under the present law and 
which has a tendency to destroy some of the tax- 
payers on which the Government has been depending 
for revenue. Suppose two corporations made the same 
amount of the same product with the same degree of 
efficiency, and after each one has paid all its taxes 
except the excess profits tax, each one has a million 
dollars left. About the only difference between the 
two corporations, we will say, is that one of them has 
a plant that was purchased years ago at low prices, 
while the plant of the other was built recently at a 
time when labor and materials were both very high. 
In business competition, of course, it is an irrevelant 
ditference. Under the existing law the older company, 
with the lower technical invested capital, might have 
to pay out in excess profits tax a substantial part of 
the million dollars, while the new company with a 
high technical invested capital might have to pay 
no excess profits tax at all. The new company can pay 
dividends or accumulate a replacement fund; the older 
one will have for either purpose only what the excess 
profits tax does not take away. Although by every 
practical business standard one is as good as the other, 
the older company will suffer a severe disadvantage 
merely because of the high-rate excess profits tax. If it 
wants to borrow money, the prospective lender will know 
that its dividend record is not as good as that of its 
competitor, and that, although it has a much older 
plant and will hence need replacement sooner, it is 
not building up a replacement fund as fast as the 
newer company. When the old plant wears out, money 
which the older company should have been accumu- 
lating to rebuild will not be there because the Govern- 
ment has taken it; the newer company is at no such 
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disadvantage. The result is inevitable—that in spite 
of equal success in business, one of these two com- 
panies, from both of which the Government needs to 
derive continuous revenue, will gradually dry up and 
be forced out of business. 

This emphasizes the fact that we move into an en- 
tirely different country when we enter the area of very 


‘ high-rate income taxes, and that the taxing authority 


has a tremendous stake in not imposing any high-rate 
tax in such a way that a substantial number of the 
regular taxpayers are likely to be destroyed. If the 
Government sees two taxpayers equally situated ex- 
cept for ancient financial history of a kind which busi- 
ness disregards, and drafts its tax law so that one of 
them must gradually disappear in competition, it is 
in danger of being like the dairy farmer who ccases 
to get milk because he does not know enough about 
what is good for cows. 


Need for Broad Provisions 

To get the effect which is needed here for the benefit 
of the Government, it will be necessary to make the 
powers broad enough so that the needed adjustment 
can be made whenever and wherever it is required. 
The two examples I just gave both deal with ab- 
normalities of invested capital; the provision should 
deal with such abnormalities, of course, but it must 
be broad enough to remedy abnormalities of income 
as well. The useful purpose of such a provision would 
be defeated if the provision were narrow in its affirma- 
tive provisions, or were encumbered by arbitrary 
limitations based on the false assumption that it is 
possible to foresee just how these excessive hardships, 
needing relief, will arise. We could foresee, and we 
could explicitly provide for, perhaps a hundred causes 
of hardship, but the problems of business and of tax- 
ation are so varied that there would still be hundreds 
not provided for, and not even foreseeable. In the 
same way, if we say in the law that no relief is ever to 
be granted in certain specified situations, circum- 
stances are almost certain to arise in which the Gov- 
ernment as well as the taxpayer will be convinced 
that the limitation ought not to have been made. 

As to this recommendation, the Excess Profits Tax 
Committee further refers to the testimony on behalf 
of this committee before the Ways and Means Com- 
mittee on May 2, 1941, appearing at page 460 of the 
published hearings in connection with the Revenue 
Act of 1941, and to the testimony on behalf of this 
committee on August 14, 1941, before the Senate 
Finance Committee, at page 515 of the hearings. 


(2) Repeal of Declared Value Excess Profits Tax 
The Association recommends that the declared 

value excess profits tax now in effect (Secs. 600-604, 

IRC) be repealed, together with the capital stock tax 
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(Secs. 1200-1207) ; and that failing such action as to 
the said two taxes, the Internal Revenue Code be so 
amended that every year shall be a “declaration year.” 

The present declared value excess profits tax re- 
quires the taxpayer to make a guess; if the taxpayer 
correctly guesses what its annual earnings for the next 
three years will be, it can escape the tax entirely by 
declaring a capital stock value ten times as high as 
the highest expected earnings for any of the three 
years, and paying a tax of $1.25 on each thousand of 
such declaration. Even under ordinary conditions 
it is dificult to make an accurate guess because the 
taxpayer must forecast not only ordinary earnings 
from operations but also any capital gains and losses; 
and under war conditions there is hardly a business 
that can make any reliable forecast of what it will be 
doing two or three years from any given date, what 
changes in its capital assets will occur, and what the 
profits will be from its operation. 

If the taxpayers fail to make a distinction between 
this guess-work tax and the others which require the 
taxpayer to adhere to facts, the Government’s prob- 
lem of securing automatic compliance with the tax 
laws will be greatly increased; it is better policy to 
take guessing entirely out of the tax field. This is the 
main foundation of the Bar Association’s recommen- 
dation that these taxes be done away with as soon as 
possible. If the Congress, deems it not feasible to 
abolish the tax at this time, the situation would be 
improved if taxpayers, instead of being required to 
forecast earnings for three years in advance, be 
allowed a new declaration each year, based on forecast 
of income for the next twelve months. 


We note that Section 2 of Secretary Morgenthau’s 
statement of March 3, 1942, takes the same position 
and favors repeal of the capital stock tax and the de- 
clared value excess profits tax. 


(3) Carry-over of Excess Profits Tax Credit 


The Association recommends to the Congress that 
the provisions as to carrying over the unused excess 
profits credit for years beginning in 1940 be restored 
as such provisions were prior to the recently enacted 
Revenue Act of 1941 and that, to this end, Sec- 
tion 202(e) of that Act (adding to Section 710(c) (1) 
of the Internal Revenue Code the following sentence: 
“For such purpose the excess profits credit and the 
excess profits net income for any taxable year begin- 
ning in 1940 shall be computed under the law appli- 
cable to taxable years beginning in 1941.”) be repealed. 

Comment: Section 710(c), Internal Revenue Code, 
has been properly regarded as an important element 
in easing the strain on new businesses or on businesses 
in which the income is variable from year to year. 
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Its effect was that a corporation which had a larger 
excess profits credit for 1940 than it could use, would 
be permitted to carry over that credit to 1941, and if 
still unused, to 1942. 


ECTION 202(e) of the Revenue Act of 1941 has 
the effect of denying, to a substantial extent, that 
carry-over. In effect it reduces the carry-over by an 
amount equal to the normal income taxes paid by the 
corporation for 1940. For example, suppose a corpora- 
tion, under the Revenue Act of 1940, has an unused ex- 
cess profits tax credit of $50,000 (obtained by computing 
the difference between an excess profits credit of 
$500,000 and an excess profits net income of $450,000, 
which it wipes out). Under the Revenue Act of 1940, 
this could be carried over to increase the excess prof- 
its tax credit available for 1941, or; under certain cir- 
cumstances, for 1942. Suppose one of the adjustments 
used under Section 711 in computing the excess profits 
net income for 1940 involved 1940 income taxes of 
$60,000 ; the effect of Section 202(e) is to increase the 
excess profits net income for 1940, for no other pur- 
pose than the computation of 1941 taxes, by this sum of 
$60,000. The ultimate effect is to cut the carry-over 
down by that amount; on these figures there would 
be no carry-over. 


Section 202(e) does this by amending Sec- 
tion 710(c)(1), IRC, so that for the purpose of the 
carry-over but not for the purpose of determining the 
tax liability for 1940, “the excess profits net income 
for any taxable year beginning in 1940 shall be com- 
puted under the law applicable to taxable years be- 
ginning in 1941.” 


Taxpayers who computed their excess profits tax 
liability for the year 1940 did so on the reasonable 
assumption that the method of computing the excess 
profits net income for 1940 would not be changed after 
March 15, 1941, the date on which calendar year cor- 
porations were required to file their 1940 returns. 


A business entitled to a carry-over would be negli- 
gent if it did not take the carry-over into account in 
business operations. For instance, decisions during 
1940 whether to hold or clear out a large inventory 
would naturally be influenced by the availability of 
a resulting loss. To be sure, a business would have 
to take into account the possibility that the whole 
principle of carry-over might be repealed, as regards 
1941, but it does not seem good policy on the part of 
the Government to go out of its way, in September, 
1941, merely to change the method of computing the 
1940 carry-over in such a way as to cut down the 
amount of it. 


One reason why taxpayers were reasonably con- 
tent with the Revenue Act of 1940 was that it pro- 
vided for this carry-over ; to pass the bill on the basis 
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of the carry-over and then to a substantial extent with- 
draw the carry-over retroactively does not seem to be 
fair dealing. 

As we have often pointed out, a government needs 
the good will of its taxpayers just as a department 
store needs the good will of its customers; provisions 
like this, which tend to give the taxpayer an impres- 
sion that the Federal Government is unreliable, are 
contrary to the interests of the tax system. 

In considering this recommendation it should be 
borne in mind that the new provision results in no 
increase in 1940 tax, and that in the computation under 
the new provision there is a mitigating increase in base 
period income, since income taxes are no longer a de- 
duction in the determination of that income. 


(4) Adjustment in Case of Inconsistencies 


The Association recommends repeal of the present 
Section 734, IRC, entitled “Adjustment in Case of 
Position Inconsistent with Prior Income Tax Liability.” 

Comment: The Treasury Department issued on 
January 26, 1942, Treasury Decision No. 5112, amend- 
ing Sections 30.734-1 and 30.734-2 of Regulations 109. 
The issuance of this Treasury Decision has been help- 
ful in removing some important difficulties connected 
with Section 734. The following discussion, giving 
the Association’s reasons why the continuance of 
Section 734 is not in the interest of the United States, 
deals only with difficulties which have not been re- 
moved by the issuance of the Treasury Decision. 

Section 734 is complicated; its general effect is that 
if in determining the excess profits tax an item affect- 
ing the invested capital credit is treated (for purposes 
of the current excess profits tax) in a manner “incon- 
sistent with the treatment accorded such item in de- 
termining income tax liability of the taxpayer or a 
predecessor of the taxpayer for a prior taxable year,” 
and if the tax for such prior taxable year would be in- 
creased or decreased if computed in a manner consist- 
ent with the current determination, and if on the date 
of the determination of the excess profits tax it is too 
late to change the tax liability for the earlier year, then 
adjustment of the current excess profits tax is to be made 
under this section, as follows. If additional tax is 
indicated for the earlier year, the amount of such tax 
is computed, interest is added thereto for the whole 
intervening period, and the total is to be added to the 
current excess profits tax otherwise computed. The 
section provides that this adjustment shall be made— 


“only if there is adopted a position maintained by the 
Commissioner (in case the net effect of the adjustment would 
be a decrease in the income taxes previously determined for 
such year or years) or by the taxpayer with respect to whom 
the determination is made (in case the net effect of the 
adjustment would be an increase in the income taxes previ 
ously determined for such year or years) which position is 
inconsistent, etc.” 
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To illustrate how the section works in a case where 
the Commissioner rather than the taxpayer invokes 
the section, suppose the taxpayer corporation took 
part, in 1918, in a transaction in which a number of 
individuals — “predecessors” — conveyed certain cor- 


porate stocks to the corporation in exchange for stock 
of the corporation. The various transferors realized 
a million dollars of income in the transaction, but 
reported no income for taxation because it was gen- 
erally believed at that time—erroneously, as rulings 
go now—that no such action was required under the 
provisions of the law and regulations. The Govern- 
ment permitted the statute of limitations to bar it from 
collecting from the individuals. In computing its in- 
vested capital credit for the year 1940, the corporation 
finds that its equity invested capital under Section 718 
of the Internal Revenue Code should include the mil- 
lion dollars. The corporation therefore files its ex- 
cess profits tax return on that basis, wholly correct 
under Section 718, which defines invested capital. 
Upon the audit, the Commissioner admits that the 
computation of the invested capital credit is correct 
and that the tax is computed correctly, but invokes 
Section 734, saying that the predecessor individuals 
ought to have paid a tax for the year 1918, the view 
then prevailing as to the non-taxable nature oi the 
transaction having in the interval of twenty-two years 
turned out to be wrong. Under that Section, the tax- 
payer corporation cannot get the advantage of Sec- 
tion 718 without being compelled to increase the tax 
shown to be due in respect of the year 1940 by an 
amount equivalent to what the predecessor individuals 
should have paid in respect to the year 1918, plus 
interest for twenty-two years at the rate of six per 
cent. To compute this the taxpayer would have to 
know what tax brackets were applicable to the vari- 
ous individuals whose 1918 tax returns were involved 
and all the facts as to the various items of income 
and deductions, as to each of those individuals. 
The taxpayer corporation, under the recent Treasury 
Decision, is afforded the right, if it so chooses, to avoid 
the additions based on the 1918 computations by 
electing to give up, in computing the 1940 tax, the 
million dollars of invested capital to which it is en- 
titled under Section 718 of the Code as added by the 
1940 law, but the provision is unwise in the first place 
in that it violates the principle of repose, which has 
been found wise in centuries of legal experience. The 
Government, having allowed twenty-two years to go 
by, should not use its legislative powers to resuscitate 
its own dead claim. A taxpayer is placed at a serious 
tax disadvantage as compared with its competitors 
merely because of a circumstance which occurred 
twenty-two years before, and because of the conduct 
of people over whose conduct the taxpayer never had 
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any control. It will be noted that the tax burden for 
1918 would have been borne by the individuals, and 
that the amount of the tax would have been deter- 
mined by various circumstances such as the amount 
of income, the amount of losses and other deductions, 
etc., having no connection at all with the corporation’s 
business. The corporation is in effect denied priv- 
ileges under Section 718 which its competitors enjoy, 
and is thus penalized in respect of the year 1940 ina 
sum of money which may be very large, and which 
may include many years’ interest. 


HERE is no logical reason why one of two com- 
petitors should be subject to a high-rate tax because 
its predecessors, under a wholly different law, did 
something inconsistent. The provision not only vio- 
lates the settled principle underlying statutes of limi- 
tation, but, because of the interest provisions, arrives 
at the particularly distasteful result that the staler the 
“inconsistency” the more severe the penalty in respect 
to the year 1940; thus, the staler the inconsistency, 
the more interest appears in the addition to the 1940 
tax ;in the case above stated, the interest alone amounts 
to 132 per cent. There will of course be many cases 
in which the predecessors, while not in bad faith, were 
not relying on current practices, but even in those 
cases there is no reason for discriminating in 1940 be- 
tween competitors merely because of an inconsistency 
many years old. 
Attention is respectfully invited to other features 
of this peculiar provision: 


(a) This is in effect an addition to a corporation’s 
excess profits tax which certainly has no relation at 
all to the general theory on which the present excess 
profits tax is based. 


(b) The provision is out of line with the general 
policy of our whole revenue system. Under this sys- 
tem, ordinarily, the Commissioner is required by law 
to impose the excess profits tax in accordance with the 
statute, without respect to the Commissioner’s inclina- 
tions or to the taxpayer’s inclinations. But under this 
provision the taxpayer’s liability for the year 1940 may, 
obviously, depend in certain cases on whether or not 
the Commissioner decides to “maintain” a certain 
position, or, on the other hand, on whether or not the 
taxpayer “maintains” a certain position. Such a 
peculiar deviation from general principles of tax ad- 
ministration is bound to cause unnecessary adminis- 
trative difficulties. 


(c) The action of predecessors is what really puts 
the taxpayer corporation at a competitive disadvan- 
tage in computing its excess profits tax; this is not 
fair because the taxpayer never had any control over 
their actions, nor does the law afford the taxpayer any 
access to any returns which they may have filed in the 
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Bureau of Internal Revenue. The taxpayer has no 
sure way of finding out the facts, having no legal 
access to them and being handicapped by the fact that 
the records of individuals are often hard to trace be- 
cause of careless methods and of deaths, removals and 
casualties. Thus, if the Government makes a “hold- 
ing” that certain facts existed with respect to the tax 
liability of the predecessors for the year 1918, the pre- 
sumption in favor of the correctness of the Govern- 
ment’s holding puts upon the taxpayer the often 
impossible burden of disproving the Commissioner’s 
finding. 

(d) Where the predecessor was guilty of fraudu- 
lent concealment or fraudulent failure to report the 
proper amount of net income in 1918 or whatever 
sarlier year is involved, the Government has now and 
has always had the privilege of going back and mak- 
ing correction without any restraint from a statute of 
limitations, because fraud cases are not subject to the 
statute of limitations. In other words, if there was 
bad faith in the earlier year, the Government has the 
right, without Section 734, to go back and collect the 
tax and interest from the proper taxpayers, if it can 
find them. 


(e) The question whether under peculiar circum- 
stances of sale or exchange, taxable income is realized 
and is to be recognized, has been one as to which 
Government rulings have frequently changed and as 
to which experts may well differ. In a great many 
cases the failure of predecessors in earlier years, or 
of the corporation itself, to take the position which has 
later come to be recognized as the proper one, is due 
to the fact that the Government at that time was tak- 
ing a different position from its present position—in 
some cases because the law was different than from 
what it is now, and in other cases merely because the 
Government was wrong as proved by the later deci- 
sions of courts. In effect, therefore, the adverse result 
of the application of Section 734 to a particular tax- 
payer as compared with competitors which are per- 
mitted to follow the provisions of Section 718 in 
computing their invested capital credit is due in many 
instances merely to the fact that the history of its 
invested capital involves a question as to which the 
Government was uncertain many years before. 

(f) Since corporations treat taxes as a practical 
matter, the determination of the net tax liability for 
one of these earlier years is more likely to have been 
arrived at by a give-and-take dealing with the whole 
case than by an independent ruling on each one of 
perhaps a hundred or more doubtful points presented 
in the case. The predecessor, or the taxpayer, was 
primarily interested in the number of dollars it had 
to pay; once the net determination was reduced to 
an acceptable dollar figure, the [Turn to page 239] 


















































































































































































































































































































































































































































































































































































































































































Taxation and Life Insurance 









EVERAL recent cases have indicated that the 
refuge from estate and income taxes which cer- 
tain decedents have sought to set up through 
insurance for the objects of their bounty may prove 
This 
arises in part from a reinter- 
general 
provisions of the estate tax 


insecure. condition 


pretation of the 


sections of the revenue acts 
and in part from construc- 
tion of the specific provi- 
sions relative to insurance. 
With the 


world war weighing upon 


demands of a 


the country, it is to be ex- 
pected that 
will be made to confine all 


every effort 
exemptions to a minimum. 
Insurance has been called 
an answer to a_ pressing 
social duty * and up to the 
present the Congress has 
fit to 
especial consideration. It 


seen treat it with 
remains to be seen to what 
extent the privilege will be 
restricted by judicial con- 
struction. 

Among the notable deci- 
sions in this field are those 
in the two Supreme Court 
cases of Helvering v. Le Gierse and Keller v. Commis- 
sioner? At first blush, it might seem that the Su- 
preme Court had effectively blocked attempts of 
persons beyond the usual age limit of insurability to 
avail themselves of the $40,000 life insurance exemp- 
tion unless the insurance has been taken out at an 
earlier age. Moreover, as interpreted by some of the 


* Attorney at Law, Washington, D. C. 

1 Justice Cardozo in Burnet v. Wells, 289 U. S. 670, 681, 53 Sup. 
Ct. 761, 765 (1933). 

* Helvering v. Le Gierse, 312 U. S. 531, 61 Sup. Ct. 646 (1941), 
and Keller v, Helvering, 312 U. S. 543, 61 Sup. Ct. 651 (1941). 
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-For Elderly Persons 


lower tribunals the ruling in the Le Gierse case might 
foreclose the possibility of making an exempt inter 
vivos gift of a life insurance policy obtained through 
the contemporaneous possession or purchase of an 
annuity in place of a physical 
examination.® 

These decisions, as is 
known, involved attempts to 
obtain exemption as for in- 
surance under the estate tax 
provisions in respect to the 
sums which had been paid 
by insurance companies to 
beneficiaries upon the deaths 
of the insureds under poli- 
cies issued at the same time 
as certain annuity policies 
which the decedents had 
been compelled to buy be- 
cause of thir ages. In the 
Le Gierse case, the insured 
at eighty, but in good gen- 
eral health, found that her 
investments were dwindl- 
ing and for the sum of 
$4,179 as a single premium 
purchased a life annuity of 
$589.80 and for $22,940 a 
separately prepared life 
policy to pay $25,000. A 
daughter was named as 
beneficiary, but the decedent retained in connection 
with the “life insurance” the right to change the bene- 
ficiary, but the decedent retained in connection with 
the “life insurance” the right to change the beneficiary, 
to obtain loans on the policy, and to surrender it for a 
cash amount. Within a month after the policies were 


3 Cora C. Reynolds v. Commissioner, 45 BTA —, No. 9 (1941); 
Estate of Mary H. Hughes v. Commissioner, 44 BTA —, No. 184 
(1941); Estate of Harry L. Mearkle v. Commissioner, 45 BTA — 
No. 142 (1941); Estate of Anna H, Clise v. Commissioner, (CCA-9, 
1941) 1941 P-H. Tax Serv. § 62,950. 41-2 ustc J 10,009. 

* The Board opinion has a full statement of the facts. 
BTA 1134 (1941). 


See 39 
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issued, death occurred. The Supreme Court, reversing 
the lower court decisions, declared that the amount 
payable at death was not life insurance, since the com- 
pany had undertaken no insurance risk in view of the 
fact that the annuity and life insurance risks offset one 
another. It was, accordingly, concluded that the sum 
was taxable under subdivision (c) of section 302 of 
the Revenue Act of 1926° (now section 811 of the 
IRC) as a transfer to take effect in possession at or 
after death. 

The Keller case presented a similar situation except 
for the fact that the insured-annuitant obtained her 
policies at the age of seventy-four and lived two years 
thereafter. It was urged that the Board of Tax Ap- 
peals had found that there was some “risk” involved, 
but the court of last resort in affirming the Circuit 
Court of Appeals declared this risk to be one of busi- 
ness and not of insurance. 


\ OST of the comments found upon these cases have 

favored the view adopted by the Supreme Court.® 
The result was foreshadowed by the circuit court deci- 
sion in Commissioner v. Old Colony Trust Company,’ 
where a single policy providing for an annuity and 
for life insurance was found to fall outside the exemp- 
tion of section 302(g) relative to insurance. When 
the policies in the Le Gierse and Keller cases were pre- 
sented, Chief Justice Hughes and Justice Roberts saw 
a substantial ground for distinction in the formal 
aspects of the separate life insurance contracts with 
premium calculated according to customary methods 
used for allages.* To the majority this distinction was 
unsubstantial. Its test appears to be the presence or 
absence of risk on the part of the insurance company. 
Yet, this ruling may not put an end to attempts of aged 
persons to utilize the life insurance exemption in plan- 
ning the distribution of their estates and may en- 
counter certain difficulties in application. In this 
connection, it must be borne in mind that life insur- 
ance is by its very nature a provision primarily for 
beneficiaries after death.2 To save the Government 
from the expenses of supporting destitute citizens and 
to promote the well-being of its people, the Govern- 
ment has allowed an exemption of $40,000 for life 
insurance. But just as the risk of premature death 
and loss of support by dependents is spread among a 
large group by life insurance, so the privilege of the 


544 Stat. 9, 70 (Feb. 26, 1926). 

®*See Meisenholder, ‘‘Taxation and Annuity Contracts,’’ (1941) 39 
Mich. Law Rev. 856, 860 et seq.; Greenfield, ‘‘Federal Taxation of 
Combination Annuity and Life Insurance Contracts,’’ (1940) 49 Yale 
Law Jour. 946; ‘‘Life Insurance and the Federal Estate Tax,”’ 
(1949) 40 Col. Law Rev. 86; ‘‘Insurance and Annuity Contracts 
under the Estate Tax,’’ (1940) 38 Mich. Law Rev. 526; Note (1940) 
25 Cor. Law Quar. 629; Dec. (1939) 52 Harv. Law Rev. 1180; and 
Dec. (1941) 25 Minn. Law Rev. 251. 

7102 F. (2d) 380 (CCA-1, 1939). 

SIt was stated that the opinion in the Circuit Court should be 
followed. See 110 F. (2d) 734 (CCA-1, 1940). 

*27 F. Supp. 617, 621 (Ct. Cl., 1939); mod. 30 F. Supp. 184 (Ct. Cl., 
1939); mod. 31 F. Supp. 778 (Ct. Cl., 1940). 





exemption is extended to dependents and well-placed 
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beneficiaries.?° - 

It is believed that there is a possibility that the effect 
of the decisions in the Keller and the Le Gierse cases 
can be avoided by a slight variation in the plan. In 
each instance, the insured-annuitant paid a total sum 
for both annuity and insurance premiums in excess of 
the sum to be paid to the beneficiary at death. If the 
annuitant had lived a long period, she would have 
been repaid through the annuity, while the company 
protected itself through the income from the full sum 
paid for both policies. If instead of the single pre- 
mium for the life insurance policy, had the company 
accepted payment in two or possibly three premiums 
over the space of a year, it would have assumed an 
insurance risk. Yet, the risk does not seem to be so 
great, even in the case of an elderly person, that for 
an increased premium the insurance company would 
not find it profitable to undertake. Even an octo- 
genarian has a life expectancy of several years and 
the premium could be adjusted to the risk involved. 
In fact, a physical examination might be required 
adapted to the frailties of the age. In such a case, 
the requirement of the Supreme Court would seem to 
be met. The insurance company would have assumed 
an “insurance” risk as defined by those judges. If the 
person was in such precarious health that the company 
would not undertake the risk, the transfer would seem 
to fall within the reasoning which prohibits the exemp- 
tion of gifts made in contemplation of death. It is true 
that at the death of the annuitant the insurance com- 
pany might not be under any insurance risk, but that 
factor is also present in the case of paid-up insurance 
or insurance which has run beyond the expectancy 
of the insured. Under this scheme, if it is upheld, it 
thus appears that $40,000 insurance exemption may 
still be utilized at almost any age. 

Aside from this primary question of the classifica- 
tion of the policy as one of “insurance,” the Le Gierse 
case has been thought to have significance and to 
render taxable as part of a decedent’s estate the pro- 
ceeds of certain other types of policies and policies in 
which the decedent has surrendered more extensive 
rights prior to his death. Within the penumbra of this 
decision, the Board of Tax Appeals has ruled ™ that 
there would fall an insurance policy accompanied by 
an annuity, although the insured had not retained the 
privilege of changing the beneficiary, of borrowing 
on the policy, or of cancellation for a cash value. The 

It might be thought that the $40,000 allowance made to every 
estate would suffice as an exemption, and that an additional exemp- 
tion of $40,000 of insurance would be unnecessary. Aside from 
the fact that the law so provides, the exemption is of importance 
since it is to encourage people to protect their dependents through 
insurance. Some of the most flagrant cases of lack of provision 
arise among the dependents of persons who at one time were very 


wealthy but who unknown to their dependents may be hopelessly 
insolvent at death. 


11 Cora C. Reynolds v. Commissioner, 45 BTA —, No. 9 (1941). 
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decedent in this instance had transferred the single 
premium life insurance policies to an irrevocable trust 
and was thus deemed to have forfeited all these 
enumerated privileges. Nevertheless, the transfer was 
deemed to be taxable as intended to take effect in 
possession and enjoyment at or after death. Reliance 
was placed on the fact that Justice Murphy in the 
Le Gierse case in holding taxable the proceeds of the 
policies there involved referred not to subdivision (d) 
of section 302 of the Revenue Act of 1926 (now sec- 
tion 811 of the IRC) relative to a right to revoke or 
amend but to subdivision (c) relative to transfers 
intended to take effect in possession or enjoyment at 
death. It was thought that the decedent had in effect 
retained the income for life. In addition to this, it 
appears that the Board of its own motion intends to 
treat the decision in May v. Heiner? as overruled by 
Helvering v. Hallock. In another Board of Tax Ap- 
peals case,** which was cited with approval the de- 
cedent had taken out policies in 1928 before the 
amendments of 1931 and 1932 ** adopted to overcome 
the effect of the May case, but since the single premium 
policy, an annuity upon the life of a third person with 
principal sum payable at death, provided for the pay- 
ment to the decedent of the annuity and the income 
from the principal payment subject to the estate tax. 

The conclusions of the cases will be questioned. 
The decisions in the Le Gierse and Keller cases do not 
require the conclusion that the decedents retained the 
income of the property for life. It is true that the 
income which they had been receiving prior to this 
conversion of their interests was very small. But it is 
only from the sum deposited as premium for the 
annuity that the subsequent income was received. 
This fact would be wholly clear if the annuity had 
been purchased first and at a later date the life insur- 
ance taken out—a procedure that might be employed 
by future purchasers. Had the life insurance policy in 
the Le Gierse case been surrendered and the annuity 
policy alone been left in force, the annuity payment 
would not have been diminished at all. The amount 
received was greater than the income from the sum 
represented by the premium, but this result arises 
from the nature of annuity policies pursuant to which 
the principal is to be returned in installments estimated 
to extend over the period of the life of the annuitant. 
Since the life insurance policy would not have been 
issued without the annuity, the beneficiary might be 
said to have had a remote interest in the annuity pre- 
mium, but not the annuitant in the insurance policy 
merely because of his annuity. In the Le Gierse case, the 
"32-281 U. S. 238, 50 Sup. Ct. 286 (1930). 


13 309 U. S. 106, 60 Sup. Ct. 444 (1940). 


44 Estate of Mary H. Hughes v. Commissioner, 44 BTA —, No. 184 
(1941), 


1% Joint Resolution of March 3, 1931, 46 Stat. 1516, and Section 
803(a) of Revenue Act of 1932, 47 Stat, 169, 279 (June 6, 1932). 
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person holding the annuity did have an interest, of 
course. She had the right to change the beneficiary, 
to cancel the policy for a cash value, or to borrow on 
its security. These are all substantial interests, and 
would clearly warrant the decision in the case whether 
it be said that they fall within the category of powers 
to amend or revoke covered by subdivision (d) or 
of retention of the enjoyment or possession covered by 
subdivision (c). 

The reference by the Supreme Court to subdivi- 
sion (c) does not seem to justify the conclusion that 
the annuity was the equivalent of the retention of 
enjoyment or possession. In all the cases cited on 
this point, the insured had retained the right to change 
the beneficiary, reclaim the principal, or other powers 
similar to those held by Mrs. Le Gierse.*® In fact, 
in one case no annuity whatever was involved.” 
These decisions do not mention subdivision (c) in par- 
ticular and it seems likely that the Supreme Court 
merely followed the brief of the Government on this 
point.’* The taxpayer in its brief virtually conceded 
the application of this subdivision if section 302(g) 
was not controlling. No argument whatever was 
made that section 302(d) was the correct section,’® for 
it would have made no difference in the result. 


F, HOWEVER, the Supreme Court in the Le Gierse 
case deliberately chose subdivision (c) in preference 
to subdivision (d), it still is not determinative of the 
question raised in the Hughes and Reynolds cases above- 
mentioned. It may well be said that the decedent 
retained the enjoyment of the insurance policy where 
she could at any time obtain the cash surrender value 
or borrow thereon. In fact, in the case of Gaither v. 
Miles, cited by the Supreme Court in this part of its 
opinion, the decedent retained only the right to change 
the beneficiary in a policy which was admittedly a 
policy of life insurance. Where a beneficiary has only 
been nominated subject to the whim of the insured 
and the entire insurance can be cancelled or the value 
wiped out through a loan to the insured, the beneficiary 
scarcely can be said to have the possession or enjoy- 
ment of the property prior to the death of the insured. 
On the other hand, if the beneficiary has the, power 
to cancel the policy and receive the cash surrender 
value or borrow thereon, he as an assignee has a valu- 
able present right, whereas the insured possesses 10 
rights and derives no enjoyment therefrom. More- 
16 Helvering v. Tyler, 111 F. (2d) 422 (CCA-8, 1940) (right to 
change beneficiary reserved and provision re loans and cash sur- 
render value); Old Colony Trust Co. v. Commissioner, 102 F. (2d) 
380 (CCA-1, 1939); Kernochan v. U. S., 29 F. Supp. 860 (Ct. Cl., 
1939), cert. den. 309 U. S. 695, 60 Sup. Ct. 711 (1940) (power to 
withdraw principal at any time); Guaranty Trust Co. v. Commis- 
sioner, 16 BTA 314 (1929) (refund annuity with power to change 
beneficiary); and Gaither v. Miles, 268 Fed. 692 (D. C., Md. 1920). 
Gaither v. Miles, 268 Fed. 692 (D. C., Md., 1920). 
1872 Transcripts of Records and File Copies of Briefs in the 


Supreme Court (1940), Brief of the U. S., p. 6. 
19 Op. Cit., Brief for taxpayer, p. 24. 
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over, even if the rights to cancel and to borrow have 
merely been surrendered, a beneficiary irrevocably 
named has a valuable present right upon which he may 
be able to realize immediately. The full value of the 
policy cannot be obtained until the death of the in- 
sured but this fact would not prevent the gift from 
being complete, especially under an estate as opposed 
to a succession tax law. 


HE CASE of Mary H. Hughes v. Commissioner *° 

raised an additional question, since the property was 
transferred prior to the amendments of 1931 and 1932 
making property taxable if the decedent has reserved 
alifeinterest therein. It was determined by a majority 
of the Board members sitting on the case that May v. 
Heiner had been overruled sub silentio by Helvering v. 
Hallock. This determination seems scarcely justified. 
The latter case appears to have abolished the rather 
insubstantial distinction which had been made in the 
case of Helvering v. St. Louis Trust Company *! between 
interests subject to a condition precedent and to a 
condition subsequent. Where a person would only be 
entitled to property in case he survived, it is of little 
importance that technically his interest is vested sub- 
ject to being divested. The case of a remainder abso- 
lutely vested, however, is not the same. The decedent 
does not retain any power of regaining control of the 
interest or any part thereof through any contingency 
whatever. His death does not add to the estate, bring 
it into being, or even keep it from being destroyed. 
He, therefore, does not retain the “possession or en- 
joyment” of the property under the definition of the 
Klein case ?? upon which the majority in the Hallock 
case relied. That the Congress afterwards rejected 
this ruling in the May case is not important, as to 
transfers made before the amendment, as shown by 
Hassett v. Welsh. The amendment can be said to 
recognize that the law previously was inadequate in 
this respect or the enactment of further legislation 
would have been superfluous. It is true that the dis- 
senters in the Hallock case *4 thought that the principle 
of May v. Heiner was the same as that involved in the 
St. Louis Union Trust Company cases.”> Yet, it is 
thought there is a difference between an interest which 
may never become a present interest but may be de- 
stroyed and an interest which will certainly become 


‘Estate of Mary H. Hughes v. Commissioner, 44 BTA —, No. 184 


(1941), 
** 296 U. S. 39, 56 Sup. Ct. 74 (1935). 


= Klein ©. U.. &., 283 VU. &.. 231,. 234;. 51 Sup. Ct. 398, 399 ¢€1931) : 
“It is perfectly plain that the death of the grantor was the indis- 
pensable and intended event which brought the larger estate into 
being for the grantee and effected its transmission from the dead 
to the living, thus satisfying the terms of the taxing act and justi- 
tying the tax imposed.”’ 


** Hassett v. Welch, 303 U. S. 303, 58 Sup. Ct. 559 (1938). 


_** Justice Roberts in Helvering v. Hallock, 309 U. S. 106, 127, 
60 Sup. Ct. 444 (1940). 


i ‘oa v. St. Louis Trust Company, 296 U. S. 39, 56 Sup. Ct. 
+ (1935), 
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a present interest though at an uncertain time. After 
the creation of the latter type of future interest in 
another, the grantor has nothing he could sell, while 
in the case of the former there remains a possibility 
of reverter which the grantor may find of value. The 
Supreme Court may overrule May v. Heiner, but such 
a ruling is not required by Helvering v. Hallock.° 


The importance of these cases, however, may be 
somewhat overshadowed by the recent amendment of 
the estate tax regulations subjecting to tax all insur- 
ance in excess of $40,000, if taken out by the decedent 
after January 10, 1941.%7 This provision apparently 
adopts the suggestion of the first opinion in the case of 
Bailey v. U. S.*8 that no exemption of gifts inter vivos 
is to be read into the insurance provision.”® The reten- 
tion of a life interest by the insured is not important. 
Yet, there have been many critics of the first ruling in 
the Bailey case.*° It is said that if the assignee has 
the present power to cancel the policy for a cash value 
or to borrow thereon, he possesses a present interest, 
or even without such power he could sell his ex- 
pectancy if he was an irrevocably named beneficiary. 
The decedent has no interest which passes at death 
and the federal tax is an estate tax levied upon the 
interests passing from the decedent at his death and 
not a succession tax levied on the interest obtained by 
the beneficiary. In the first Bailey decision, reliance 
was placed upon the fact that it was necessary for the 
insured to pay the premiums in order for the bene- 
ficiary to secure the proceeds but in case of a single 
premium not even this element is present. Where 
the decedent has surrendered all incidents of owner- 
ship, the gift tax would seem to be collectible, and 
some slight support for the contention of non-liability 
for the estate tax can be drawn from the suggestion 


2eSee dissenting opinion of Justice Leech in Hstate of Mary 
Hughes v. Commissioner, 44 BTA —, No. 184 (1941); Commissioner 
v. Kellogg, 119 F. (2d) 54 (CCA-3, 1940); Estate of William Thomp- 
son v. Commissioner, 41 BTA 901 (1940); and see Chase National 
Bank v. Higgins, 38 F. Supp. 858 (D. C., S. D. N. Y., 1941). 


27 See Int. Rev. Regs. 80, Art. 27, as amended by TD. 5032 of 
Jan. 10, 1941. Schlesinger, ‘“Taxes and Insurance,’’ (1941) 55 Harv. 
Law Rev. 226; and Rice, ‘‘Planning Life Insurance,’’ (1941) 20 
N. Car. Law Rev. 24, 32. 


28 Bailey v. U. S., 27 F. Supp. 617 (Ct. Cl., 1939); mod. 30 F. Supp. 
184 (Ct. Cl., 1939); mod. 31 F. Supp. 778 (Ct. Cl., 1940); contra 
Helburn v. Ballard, 85 F. (2d) 613 (CCA-6, 1939) and cf. Walker 
v. U. 8., 83 F. (2d) 103 (CCA-8, 1936) and Levy’s Estate v. Commis- 
sioner, 65 F. (2d) 412 (CCA-2, 1933). 


29 The statutory section (now section 811(g) of the I. R. C.) pro- 
vides for the inclusion in the gross estate of all property to the 
“extent of the excess over $40,000 of the amount receivable by all 
other beneficiaries (than the estate) as insurance upon policies 
taken out by the decedent upon his own life.’’ See Chase National 
Bank v. U. 8., 116 F. (2d) 625, 627 (CCA-2, 1940). 


3% See Steinheimer, ‘‘Life Insurance Payable to Specific Bene- 
ficiary,’’ (1939) 38 Mich. Law Rev. 271; Friedland, ‘‘The Bailey 
Case,’’ (1939) 17 Taxes 512; Tye, ‘‘Federal Taxation of Life Insur- 
ance,’’ (1940) 40 Col. Law Rev. 86, 96 et seq.; Note (1940) 25 Cor. 
Law Quar. 605; Note (1940) 24 Minn, Law Rev. 963; and cf. Chase 
National Bank v. U. 8., 28 F. Supp. 947 (D. C., S. D. N. Y., 1939), 
rev’d on other grounds, op. cit., supra, note 29. The American Bar 
Association adopted a resolution to urge a clarifying amendment 
to the section specifically to refer only to those policies taken out 
by the decedent in which he retained an incident of ownership at 
death. See A. B, A, Rep. 100, 368 (1940). 
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that the two taxes were intended to be supplemental.*? 
Finally, in the case of such “insurance” as is here in- 
volved, it may be argued that the statutory provision 
and the regulations relative to life insurance have no 
application. The estate is not entitled to any $40,000 
exemption, but, on the other hand, the contract must 
involve the postponement of the enjoyment of prop- 
erty transferred or the retention of powers or interests 
by the insured as provided in the other parts of sec- 
tion 811 of the IRC relative to the gross estate. The 
language of these other subsections is full of qualifica- 
tions in contrast with the broad and almost sweeping 
terms of subdivision (g). 


HERE the proposed beneficiary would have an in- 

surable interest in the life of the annuitant, the 
latter might make a gift of the money necessary to pur- 
chase a policy of life insurance instead of a gift of sucha 
policy. This extra step might aid in meeting the 
arguments drawn from the Le Gierse case. This action 
might more clearly separate the annuity and the life 
insurance policy and prevent their treatment as one 
single investment contract. The life insurance would 
still involve no insurance risk if issued only in view 
of the existence of the annuity, but it would be quite 
apparent that the decedent had retained no incident of 
ownership in the transferred property so as to compel 
its inclusion in his estate at death. In fact, this pro- 
cedure might prove of some slight value against the 
new Treasury ruling discussed in the preceding para- 
graph. If the decedent gave the money absolutely to 
the donee with only an understanding as to its possible 
use but without any binding agreement, it might be 
concluded that the donee took out the policy and not 
the decedent.*?. Article 25 of Regulations 80 classifies 
policies as taken out by the decedent if he directly or 
indirectly pays the premiums. Where the premiums 
are paid by a trust set up by him, however, it has been 
held that they were not paid by the decedent.** Fur- 
thermore, the more definite separation of the annuity 
and the insurance would enable the parties more 
readily to establish that the annuity is a true annuity 
and not income upon the face amount of the life insur- 
ance—a point to be discussed below in connection with 
the income tax. 


While the Le Gierse case presented a question under 
the estate tax provisions of the Revenue Act of 1926 
as amended, there seems to be little doubt that the 


31 See Sanford v. Commissioner, 308 U. S. 39, 44, 60 Sup. Ct. 51, 
56 (1939); Burnet v. Guggenheim, 288 U. S. 280, 287, 33 Sup. Ct. 
369, 371 (1933); dissent in Helvering v. St. Louis Trust Co., 296 
U. S. 39, 46, 56 Sup. Ct. 74, 77 (1935); Magill, ‘‘The Federal Gift 
Tax,”’ (1940) 40 Col. Law Rev. 773, 778. 

®TIt has been urged that the decedent could have given a sum to 
the object of his bounty and have obtained an agreement to pay 
an annuity in return, but still have exempted the transfer from 
the estate tax. See Note (1940) 25 Cor. Law Quar. 629, 631 and 
cases cited. While this might be true under state laws, it appears 
very doubtful under the federal statutes. 

33 Helvering v. Reybine, 83 F, (2d) 215 (CCA-2, 1936). 
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principle will be carried over into the income tax field, 
In fact, the case has already been cited in the contro- 
versy which exists among the lower tribunals as to the 
proper treatment of certain installment payments 
under policies admittedly policies of life insurance for 
estate tax purposes. The statute excludes from the 
computation of gross income the “amounts received 
under a life insurance contract paid by reason of the 
death of the insured, whether in a single sum or other- 
wise (but if such amounts are held by the insurer 
under an agreement to pay interest thereon, the inter- 
est payments” are to be included).** The ruling in 
the Le Gierse case has been invoked in support of the 
argument now that “only amounts paid because of an 
insurance- as opposed to an investment-risk should be 
exempt.” ** The Second Circuit following earlier deci- 
sions ** has refused to apply this rule. The legislative 
history was said to indicate a Congressional intent not 
to restrict the exemption in this manner.*’ It, accord- 
ingly, was concluded that the full amount of the in- 
stallment payments was to be received tax-free, though 
interest thereon was taxable. On the other hand, a 
federal district court in Wisconsin in Sarah B, Allis 
v. La Budde ** found that only the commuted value of 
the policies at death would be exempt, even though 
the beneficiary had no power to alter the scheme of 
payment. It was here pointed out that under the 
interpretation of the Le Gierse case no insurance risk 
remained after death of the insured. The increment 
thereafter arising was not deemed to be entitled to the 
exemption. Moreover, a Congressional intent to in- 
clude earnings was thought to have been evinced.*“ 
Whatever the legislative history may show, the statute 
on its face indicates that annuities under a life insur- 
ance contract are to be treated in a special manner. 
Annuities under endowment or annuity contracts are 
subjected to an arbitrary annual tax on 3% of aggre- 
gate premiums contained in the annuity payments.” 
If the increment included in a life insurance annuity 
payment is to be taxed, there is no apparent reason 
for a difference in treatment. Furthermore, the argu- 
ment drawn from the Le Gierse case appears to be 
fallacious. It is not essential that the insurance risk 
be continuing up to the time of the payments.*° Where 

** See section 22(b)(2) of the I. R. C. 

3% Commissioner v. Buck, 120 F. (2d) 775 (CCA-2, 1941). 

% Commissioner v. Bartlett, 113 F. (2d) 766 (CCA-2, 1940) and 
Commissioner v. Winslow, 113 F. (2d) 418 (CCA-1, 1940). 

37 See H. Rep. 704 (73rd Cong., 2d Sess.), C. B. 1939-1 (Part 2) 
p. 554, 569, in which it is stated that ‘‘annuities’’ under life insur- 


ance policies are to be exempt; and H. Rep. 1 (69th Cong., 1st Sess.) 
p. 347. Cf. note 38a, infra. 

3% 40 F. Supp. 59 (D. C., E. D. Wisc., 1941). Cf. Whitmer Estate, 
BTA (Oct., 1941). 

38a See Note (1940) 50 Yale Law Jour. 322; and Dec. (1941) 39 
Mich. Law Rev. 493. Cf. U. S. v. Heilbroner, 100 F. (2d) 379 
(CCA-2, 1938) and Kinnear v. Commissioner, 20 BTA 718 (1930). 

39 See section 22 (b) (2) of the IRC. 

49 See the opinion in Helvering v. Le Gierse, 312 U. S. 531, 539 
(1941); ‘* . . . the amounts must be received as the result of 4 
transaction which involved an actual ‘insurance risk’ at the time 
the transaction was executed.’’ (Italics supplied.) 








Apri 


an in 
but t 
have 
Eve: 
com] 
the f 
scar‘ 
only 
or hi 
insti 
assu 
the ] 
the | 
imp 


U 


com 
and 
anot 
The 
men 
tion 
or a 
witl 
Cou 
will 
but 

OTe 


V 














April, 1942 


an insurance policy has been paid up, no risk remains 
but that the company through its investments may not 
have a sufficient sum to fulfill the contract at maturity. 
Even in case of continuing premiums, the insurance 
company runs nothing but an investment risk after 
the {ace amount has been paid in premiums. Yet, it is 
scarcely true that the life insurance exemption applies 
only to policies which terminate in gain to the insured 
or his beneficiary. There is an investment risk in all 
insurance. It seems that the insurance company could 
assume the risk of the installment payments just as of 
the payment of alump sum. Each risk depends upon 
the life of the insured, although investment plays an 
important role. 


PON the assumption that the theory of the Le Gierse 

case will be carried over to the application of the in- 
come tax provisions of the revenue acts, life insurance 
and annuity policies issued in conjunction with one 
another raise several problems due to that ruling. 
There are first questions as to the taxability of pay- 
ments to the insured-annuitant and secondly ques- 
tions as to the taxability of payments to the beneficiary 
or assignee. The answers to these questions may vary 
with the particular policies involved. The Supreme 
Court has declared that the niceties of conveyancing 
will not be considered where taxation is the issue,*? 
but facts which effect practical differences may have 
greater weight. 

While the taxation problems raised by annuities 
fall beyond the contemplated scope of this paper, the 
income tax aspects of the annuities purchased with 
life insurance policies of the type here involved are 
inextricably linked with those of the insurance policies. 
The Treasury Department has taken the position that 
certain combination policies are neither annuities nor 
life insurance but solely investment contracts.*? In 
this ruling, it is argued that the so-called annuity pay- 
ments amounted in reality to income upon the face 
value of the so-called life insurance feature, or the prin- 
cipalsum. The entire policy there under consideration 
in both its features could be cancelled at any time for 
the face amount of the “insurance” and appears to have 
been issued without reference to the mortality tables. 
While only a fixed amount was absolutely payable as 
the annuity, the policyholder was entitled to participa- 
tion in the surplus earnings of the insurance company. 
Consequently, it was asserted that the annuity pay- 
ment did not in any wise exhaust the capital since 
“a sum equal to the consideration” was payable at all 
times upon demand. Moreover, it was said that no 
loss would be suffered by cancellation during life. 
The payments were, accordingly, to be taxed as ordi- 


" Helvering v. Hallock, 309 U. S. 106, 118, 60 Sup. Ct. 444, 450 
(1940), 

2 See GCM 21716, C. B. 1940-1, p. 82; 1941 P. H. Tax Serv. { 8244, 
403 CCH {| 6132, revoking GCM 6395, C. B. June 1929, p. 67. 
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nary income and not under section 22(b)(2) of the 
Revenue Act of 1938 (now of the IRC). 

While there seems to be little doubt that there was 
no insurance and very questionable that the annuitant 
would not be deemed to have retained a life interest 
in the insurance policy even if he had surrendered the 
right to cancel the policy or to change the beneficiary 
thereof, it is not wholly clear that there was no annuity. 
There was a fixed sum payable in all events, however 
small the income from the property. It is true that the 
insurance company could allocate to the p licy surplus 
earnings, but not losses. The risk was purely one of 
investment but this risk alone is present in annuities 
for years, which are nevertheless admittedly annuities. 
The risk of an annuity is not to be confused with that 
of insurance. It need not involve life at all. More- 
over, the full consideration for the policies was not 
the face amount of the insurance feature but a thou- 
sand dollars more. A cancellation, therefore, would 
result in a loss of this sum or the value to the annuitant 
of the future annuity payments. 

The case before the Internal Revenue Bureau, how- 
ever, presented very disadvantageous features for the 
taxpayer. The holder of a participating annuity ap- 
parently may obtain portions of surplus earnings in 
addition to the fixed payments and not lose his status 
as an annuitant.** Yet, it is said that his payments 
should be calculated with a view to encroachment upon 
the principal sum, although in any particular year the 
invasion of such fund may not be necessary.** The 
legislative history of the exemption provision makes 
it clear that the exemption is to apply to what is to 
be presumed to be a return of premiums.*® Here, the 
presumption could scarcely be indulged. The amount 
paid for insurance and annuity was one lump sum and 
was so treated throughout the life of the policy. Upon 
this sum the annuity constituted interest and would 
only in unexpected circumstances involve any inva- 
sion of the principal. Dividends, if any, were to be 
paid on the entire combination policy, not on the 
annuity feature alone. 

Taxation must be a practical matter but a different 
approach in the purchase of an annuity and insurance 
might escape the condemnation of the ruling dis- 
cussed. The division of the two aspects of the com- 
bination policy into two policies, one prepared in 
accordance with the mortality tables applicable to life 
insurance and one under the tables used for annuitants, 
would here make more than a technical change. Since 





43 Cf. GCM 7229 (Nov. 16, 1929); and IT’ 3402 (July, 1940), 1940-36 
p. 4. 

44 See GCM 19708, IT 3202, 1939-38, p. 4. 

45 Revenue Act of 1913, 38 Stat. 114, 167, exempting the proceeds 
and payments made by or credited to the insured ‘‘upon the return 
thereof’’; Revenue Act of 1918, 40 Stat. 1057, 1065 exempting 
‘“‘amounts received . as a return of premiums’’; H. Rep. 1 
(69th Cong., ist Sess.) p. 347; Sen. Rep. 558 (73rd Cong., 2nd 
Sess.), C. B. 1939-1 (Part 2), p. 586, 604. 
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the tables for the two types of policy are not generally 
the same as shown by the Keller case,** the cost of the 
two policies would vary at different ages. Hence, in 
addition to the loss involved in “loading” the contracts 
to cover the costs and commissions of the insurance 
company, the purchaser on cancellation would lose the 
advantage of a lower aggregate rate available at a 
lesser age. In this connection, the purchase of two 
separate policies would tend to destroy the appearance 
of the investment of a principal sum equal to the two 
premiums if the annuity policy made no provision for 
a surrender value. In any case, the purchase of two 
policies would furnish a firm ground for the contention 
that only the premium paid for the annuity was the 
consideration for this policy and that therefore the 
annuity payments were intended to be returns of 
premium in part. As previously stated, this argument 
could be definitely strengthened by the separate pur- 
chase of the annuity and the later purchase of the life 
insurance policy. 

In the situation envisioned in the preceding para- 
graph, the so-called dividends on the annuity should 
cause no more difficulty than in the case of any other 
annuity not accompanied by an insurance policy. As 
above mentioned such participation is not, it seems, 
sufficient in the ordinary case to change the nature of 
an annuity so that it becomes a contract for the pay- 
ment of income. So jong as a fixed sum is absolutely 
payable which contemplates the diminution of the 
principal in its satisfaction, the payments remain an- 
nuity payments. It is arguable, however, that the 
dividends are taxable at the time of receipt. No ruling 
of the Internal Revenue Bureau has been found on the 
point. Under earlier laws, all payments under con- 
tracts of life insurance, endowment, or annuities with 
certain exceptions were exempt from the income tax 
until at least the full amount of the premiums had 
been returned.*? Since 1934, this exemption has been 
limited to payments under life insurance and endow- 
ment contracts, while “annuity payments” under “an- 
nuity or endowment” contracts are taxable to a certain 
extent immediately.“ The sums clearly represent 
earnings in addition to those to be taxed under the 
statutory three percent and might be treated separately 
from the annuity payments proper. Therefore, unless 
the dividends can be classified as payments under an 
endowment contract, there is no saving provision. 
Moreover, the statute makes it clear that annuity and 
endowment contracts arc not necessarily the same. 
While the word “endowment” appears to be of rather 
uncertain meaning, it is generally defined to refer to 


46 See opinion of the Board. 39 BTA 1:47, 1050. The expectation 
under the annuity was 10.5 years while under the life policy it was 
6.3 years, 

47 Cf. section 213(b)(2) of Rev. Act of 1918, 40 Stat. 1057, 1065. 

48 Section 22(b)(2) of IRC. 
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a payment of a sum to the insured after a certain length 
of time, while here the annuity payments are generally 
to begin immediately. It might be possible for the 
purchaser of an annuity policy to defer payment fora 
short period and meet this requirement. It is ordi- 
narily somewhat unlikely the annuitant of advanced 
age will live until the total premium paid has been 
returned in the form of an annuity. It, therefore, 
would be desirable for the annuitant to place the divi- 
dends in an exempt classification at the commencement 
of the payments.*® 
The dividends upon the so-called life insurance pre- 
sent a greater problem. If received by the insured, the 
likelihood of a treatment of the annuity and the life 
insurance as two distinguishable contracts would be 
diminished. (Attention is called to the fact that the 
receipt of these dividends might prove to be sufficient 
to amount to such an interest in the policy that despite 
the irrevocable naming of the beneficiary and the sur- 
render of all other rights the policy would be included 
as part of the estate of the insured at his death for the 
purposes of the estate tax.®°) In any case, there ap- 
pears to be no provision exempting the payments from 
inclusion in gross income. The policy by hypothesis 
is not a life insurance policy for the purposes of sec- 
tion 22(b) (1) of the IRC and the same meaning would 
be given to these words under section 22(b) (2). Nor 
does the contingency of death satisfy the requirements 
of an endowment policy, since it is an uncertain event. 
Hence, like the payments under an immediate annuity 
they may not fit the language of the exempting pro- 
visions. It is believed that the absence or the sur- 
render to the beneficiary of the participation privilege, 
insofar as the life policy is concerned, would be desir- 
able in the situation under discussion. In the hands of 
the beneficiary or donee-assignee the dividends would 
also be taxable at the time of receipt.*? 
HE BENEFICIARY may be liable in addition for 
income tax upon a portion of the proceeds of the con- 
demned life insurance policy as upon a gain from the dis- 
position of property. If the proceeds are treated as part 
of the estate, this liability would not be that of the 
beneficiary since he would then receive the property 
as a gift or inheritance. Moreover, there would be no 
gain if the annuity and the life insurance constitute 
one policy, the income of which is paid to the insured- 
annuitant. The premiums paid [Turn to page 236] 
49 See Carr v. Hamilton, 129 U. S. 252, 253, 9 Sup. Ct. 295 (1889); 
State ex rel. Clapp v. Federal Investment Co., 48 Minn. 110, 50 
N. W. 1028, (1892); State ex rel. Supr. Lodge v. Orear, 144 Mo. 
157, 45 S. W. 1081, 1084 (1898); McKee v, Columbus Mutual Life 
Insurance Co., 171 Okla. 250, 42 P. (2d) 831, 833 (1935); Industrial 
Life Insurance Company v. Hunt, 335 Pa. 305, 6 Atl. (2d) 781 (1939). 
% It has been held that the retention of the right to dividends 
does not render a true insurance policy taxable (Helvering v. 


Parker, 84 F. (2d) 838 (CCA-8, 1936)), but these policies do not 
fall under section 811(g) at all and they may be subjected to greater 
scrutiny. : 

51 This fact would be to his advantage since it might spread over 
several years the payments from the policy. 
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CALENDAR », FISCAL YEAR 


Factors to be considered in selecting 
a corporate accounting period 


By ROBERT S. HOLZMAN* 


porate taxpayer should not be left to fortuitous 

chance. There are a number of factors that 
should be considered by the officers of new companies, 
which factors may be sufficiently impressive to justify 
the change of accounting period of well-established, 
existing corporations. 

A popular misconception is that a fiscal year may 
end on any date desired, and on the anniversary of 
that date in each subsequent year. According to the 
Regulations, “The term ‘fiscal year’ means an account- 
ing period of 12 months ending on the Jast day of any 
month other than December.” * The italics are the 
author’s. This was tested as recently as January 23, 
1942, when the Board of Tax Appeals upheld the Com- 
missioner of Internal Revenue in his action of having 
assigned a calendar year to a corporation, the tax re- 
turn of which conformed to the books of account and 
used January 25 as the close of a fiscal year commenc- 
ing the preceding January 26.” 


[= CHOICE of accounting period for a cor- 


Beyond this limitation, the choice is the taxpayer’s. 


“The net income shall be computed upon the basis of the 
taxpayer’s annual accounting period (fiscal year or calendar 
year, as the case may be), in accordance with the method 
of accounting regularly employed in keeping the books of 
such taxpayer; but if no such method of accounting has been 
so employed, or if the method does not clearly reflect the 
income, the computation shall be made in accordance with 
such method as in the opinion of the Commissioner does 
clearly reflect the income. If the taxpayer’s annual account- 
ing period is other than a fiscal year as defined in Section 48 
or if the taxpayer has no annual accounting period or does 
not keep books, the net income shall be computed on the 
basis of the calendar year.” * 


No notice to, or permission from, the Commissioner 
of Internal Revenue is required to set up books initially 





* Tax Accountant, New York City. 

1 Reg. 103, Sec. 19.41-4. 

2 Park-Chambers, Inc. v. 
Docket 101802, 46 BTA 20. 

3 IRC, See. 41. 


Commissioner of Internal Revenue, 








on a fiscal year basis.t| Any change from this period 
to another fiscal period or to a calendar year requires 
such permission, however. 


If no books of account be kept, a calendar year basis 
must be used.° 


Many taxpayers believe that it is simplest to report 
on a calendar year basis, and consequently they file a 
short-year return for the period from the organization 
of the corporation until December 31, and thereafter 
returns are filed on a straight calendar year basis. 


But there may be grave disadvantages to this. 
Many new corporations show losses at first : their prod- 
uct is not yet known to the trade, the organization has 
not had time to develop smoothly, there are various 
heavy expenses that may not be capitalized but must 
be charged against profit and loss, the fruits of an 
advertising campaign have not yet begun to ripen, 
and the like. Such a company would do well not to 
have its initial taxable period end too soon. The initial 
losses are wasted if there be no income to set them 
against; but if the company adopted a fiscal year that 
had a full twelve months to run, late-period profits 
could be reduced or perhaps cancelled by the early 
losses. 

Somewhat corollary is a corporation formed to ex- 
ploit a highly-seasonal product or to effect a specific 
transaction, as a real estate company. The large prof- 
its to be made at, or shortly after, organization might 
be substantially reduced by activities of a full twelve- 
month fiscal period; but if a short-year calendar year 
were employed, only the undiminished “quick-profit” 
would appear as a basis for tax payments. It is an 
unusual corporation that does not have heavy first- 
year expenses: thus it is generally advisable to take 


*O.D. 404. 
5O.D. 941. 
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advantage of these expenses in setting them off against 
income, which a twelve-month period probably would 
allow. 

Another factor to be considered is “window-dress- 
ing.” Most companies have their heaviest sales at 
the close of the calendar year, for Christmas trade and 
the holiday season. Thus the balance sheet as at the 
close of the calendar year will be reflective of an 
abnormal condition: inventory has been translated by 
sales into receivables but not yet tocash. The closing 
balance sheet will then show swollen receivables, 
depleted inventories, and a low cash position; and 
statisticians, credit managers, and bankers who apply 
the time-honored yardsticks will conclude that the 
balance sheet could look much stronger than it does. 

A corporation that adopts a fiscal year, however, 
could choose a period when its balance sheet would 
appear most favorable. A company whose sales begin 
to get heavy in March could adopt the last day of 
February: thus its much-used closing balance sheet 
could be dated February 28th, when receivables would 
still be low. 


It was partially the cognizance of this that led the 
Board of Governors of the New York Stock Exchange 
to recommend to its listed corporations that they adopt 
a “normal” accounting period. 


“The Natural Business Year of the industry in which a com- 
pany is engaged is recommended, unless impractical for 
special reasons, as the fiscal year of the company instead of 
the calendar year. The more general adoption of the natural 
business year by companies in each industry would to a large 
extent smooth out the huge peaks of audit work which now 
occur in the early part of each calendar year. By adopting 
a Natural Business Year which conforms to the true business 
cycle of the particular industry, corporations may simplify 
their problems of year end adjustments and reduce the cost 
of stock-taking, besides permitting a more efficient and a 
more economical audit. The income account of a company 
based on a completed cycle of a normal year’s operations 
would give the investor a fairer picture of the operations of 
his company. Reports of companies in the same field of 
business would be directly comparable as almost all industries 
have their own clearly defined natural business year.” ° 


A concurring voice was expressed by Charles B. 
Couchman, then Chairman of the American Institute 
of Accountants’ Special Committee on the Natural 
3usiness Year: 

“It is, therefore, evident that a corporation whose fiscal year 
begins and ends at a date when there are the fewest number 
of open transactions and unrealized operations can present a 
more accurate financial statement than it could for a fiscal 
year ending on some different date.” ” 

At a time when tax rates and regulations are as sub- 
ject to change as they now are, the effective date of 
new legislation should be considered in setting, or 


>? 


changing, an accounting year. The new rates and 





® Report of the Sub-Committee on Independent Audits and Audit 
Procedure of the Committee on Stock List, as Adopted by the Board 
of Governors (of the New York Stock Exchange), August 23, 1939. 


t Address to the National Association of Credit Men on June 12, 
1936. 
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requirements for income tax purposes as set forth in 
the Revenue Act of 1941 are propounded thus: “The 
amendments made by this title shall be appli- 
cable only with respect to taxable years beginning 
after December 31, 1940.” * A corporation whose ac- 
counting year began December 1 would have an addi- 
tional eleven months at the old rates as against a 
company on a calendar year basis. 


If the government consistently adhered to the policy 
of having the effective dates of new revenue acts be 
the first day of a taxable year beginning after a certain 
date (as December 31), a corporation would do well to 
utilize a fiscal year basis during a period of rising tax 
rates and more stringent legislation, thus to have a 
few additional months at the old rates and require- 
ments. The government has not been so conveniently 
consistent, however. The recent revenue acts all have 
applied the new rates and other provisions to taxable 
years beginning after the close of a specified calendar 
year: thus, the Revenue Act of 1940 applies to taxable 
years beginning after December 31, 1939;° the ill- 
fated Revenue Act of 1939 to the same period: ?° the 
Revenue Act of 1938, to taxable years beginning after 
December 31, 1937;1! the Revenue Act of 1936, to 
taxable years beginning after December 31, 1935; ” 
the Revenue Act of 1934, to taxable years beginning 
after December 31, 1933.1 The Revenue Act of 1932 
merely stated, “The provisions of this title shall apply 
only to the taxable year of 1932 and succeeding taxable 
years ;” * and it remained for regulations to enlarge 
upon that definition: “The taxable year 1932 is the 
calendar year 1932 or any fiscal year ending during 
the calendar year 1932.” 1° The italics are the author’s. 
Thus a fiscal year ending in 1932 had to be prorated 
insofar as income was concerned, as between the years 
controlled, respectively, by the different acts. 


HERE were two corporation income tax return 

forms for 1932: form 1120 was for calendar year 
companies and form 1120A was labeled, “For Fiscal Year 
1932.” The latter form had parallel columns on the profit 
and loss statement: one was headed, “Computed for En- 
tire Year under 1928 Act” and the other was captioned, 
“Computed for Entire Year under 1932 Act.” ‘The 
number of months in 1931 and in 1932 were then used 
to prorate the entire tax computed in this dual manner: 
it is interesting to note that this proration was by 
months instead of by actual number of days, the pres- 
ent method of proration on most federal returns. 





8 Rev. Act of 1941, Sec. 118. 

® Rev. Act of 1940, Title I, Sec. 9. 

1 Rev. Act of 1939, Title II, Sec. 229. 

11 Rev. Act of 1938, Title I, Subtitle A, Sec. 
12 Rev. Act of 1936, Title I, Subtitle A, Sec. 
13 Rev. Act of 1934, Title I, Subtitle A, Sec. 
14 Rev. Act of 1932, Title I, Subtitle A, Sec. 
5 Reg. 77, Art. 324. 
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Fiscal year 1928 returns were similarly prorated at 
1927 rates and at 1928 rates, on the basis of the number 
of months in each year. 


There have been earlier occasions, too, when fiscal 
year taxpayers have had to prorate the tax on an ap- 
proximate of a calendar year basis for each of two 
years. Thus the Revenue Act of 1918 provided: 


“If a taxpayer makes a return for a fiscal year beginning 
in 1917 and ending in 1918, his tax under this title for the 
first taxable year shall be the sum of (1) the same proration 
of a tax for the entire period computed under Title I of the 
Revenue Act of 1916 as amended by the Revenue Act of 
1917 and under Title I of the Revenue Act of 1917, which 
the portion of such period falling within the calendar’ year 
1917 is of the entire period, and (2) the same proration of a 
tax for the entire period computed under this title as the 
rate for the calendar year 1918, which the portion of such 
period falling within the calendar year 1918 is of the entire 
period.” * 


Other factors to be taken into account in choosing 
the date as of which the books should be closed are 
internal conditions of the corporation itself. It is 
unwise to shut down a plant to take inventory when 
shipments are at their heaviest; and yet sound ac- 
counting practice requires the taking of regular phys- 
ical inventories on the last day of the accounting 
period. Likewise, the books should not be closed at a 
time when most of the accounting staff are away on 
vacation. Further, if much night work be necessary to 
effect the closing of the books, it is only humane to 
consider when night work is least onerous. 

If a taxpayer decides to change his accounting 
period, permission for this change must be requested 
after it is a fait accompli. 

“Changes in the return year should ordinarily be per- 
mitted only for sound business reasons following an accom- 
plished change in the accounting period employed for the 


purpose of closing his books and striking an annual balance 
of gain or loss.” ™ 


It is interesting to note that a different philosophy 
prevails under the Second Revenue Act of 1940, where 
income may be changed to a reconstructed form for 
the base period years under certain circumstances."* 
Here, however, the taxpayer must apply for permission 
to make the change before he makes it, rather than after.’® 

Form 1128 is to be used for the purpose of requesting 
a change in accounting period; it is to be filed prior 
to thirty days after the close of the proposed period 
for which a return would be required to effect the 
change.?° If approval be granted by the Commissioner 
of Internal Revenue, an income tax return must be 
filed for the short-year period: that is, from the open- 
ing of the accounting period on the old basis to the 


Rev. Act of 1918, Sec. 205(A). 
T.. B &.. 37. 
Second Rev. Act of 1940, Sec. 722(a). 
Reg. 109, Sec. 30.722-1. 
* Reg. 103, Art. 46-1. 
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close of the new fiscal period.” This period may not 
exceed twelve months.” 

Because of the varied rates for corporations earn- 
ing less than $25,000 per annum, from $25,000 to 
$38,461.54,? and above that figure, the short-year 
period income must be placed on an annual basis, 
with the resultant tax similarly to be prorated.** 

For declared value excess profits tax computation, 
short-year period income also must be projected to a 
full year in effect, although this is accomplished by 
fractionally reducing the declared value by months to 
place it on the same basis as the income.”® 

For excess profits tax purposes, short-year period 
income is placed on an annual basis and the tax is then 
reduced to reflect the actual number of days involved.”* 

If excess profits tax returns be filed on a consoli- 
dated basis, all of the affiliated companies must be on 
the same accounting basis. 

“The taxable year of an affiliated group which makes a con- 
solidated excess profits tax return shall be the same as the 
taxable year of the common parent corporation; and, upon 
having elected to file consolidated returns, each subsidiary 
shall, not later than the close of the first consolidated excess 
profits tax taxable year ending thereafter, adopt an annual 
accounting period, fiscal year or calendar year as the case 
may be, in conformity with that of the common parent. If 
a change of accounting period is made by a subsidiary in 
order to conform with that of the common parent and if the 
requirements of Section 19.46-1, Regulations 103, relating to 
notice of change, can not otherwise be complied with, such 


notice shall be furnished at or before the time of filing the 
consolidated return.” ” 


Until 1933, when consolidated income tax returns 
were not permitted to other than railroad corporations, 
a similar regulation was in effect for income taxes. 


“The taxable year (calendar or fiscal year) of the common 
parent corporation shall be considered as the taxable year 
of an affiliated group which makes a consolidated return, 
and the consolidated net income must be computed on the 
basis of the taxable year of the common parent corpora- 
tion.” * 


At the present moment this appears of special sig- 
nificance because of a statement made by Randolph 
Paul, Tax Adviser to the Secretary of the Treasury, 
before the Ways and Means Committee of the House 
of Representatives on March 3, 1942: 


“It is therefore suggested that affiliated corporations be 
given the privilege of filing consolidated returns for the pur- 
poses of the corporation income tax as well as the excess 
profits tax. Any group of corporations electing such privilege 
should be required to do so for both taxes.” 

URNING to the states, one encounters the expected 
lack of uniformity. Many states that have income 
taxes or franchise taxes based at least in part on income 


merely follow the federal return. [Turn to page 249] 





21 IRC, Sec. 47(b). 

22 Reg. 163, Sec. 19.47-1. 

23 In accordance with IRC, Sec. 13(b)(2). 
24 IRC, Sec. 47(c). 

2 IRC, Sec. 601. 

26 IRC, Sec. 711 (a) (3). 

27 Reg. 110, Sec, 33.14. 

28 Reg, 78, Art. 14. 


















































































































































































































































































































































































































































































































































































T IS EXPECTED of me, as I understand my 
assignment, to present the subject of this discourse 
on a clinic level. I interpret the requirement to 

rule out the preparation of a law review article sup- 
ported by ample citations to establish the scholarship 
of the author and his industry in research. Rather, 
| am to address myself to the task of meeting the 
needs of the practising attorney in one of his everyday 
law office problems. With the restriction and the 
mandate well in mind, I propose to develop this dis- 
cussion so as to be responsive to two questions which 
might be presented to an attorney by his clients: 

(1) Shall a new enterprise be organized as a cor- 
poration or as a co-partnership ? 

(2) Shall an existing corporate or co-partnership 
enterprise be continued as such or shall its 
form be changed ? 

As we shall see, the ultimate decision may be on the 
basis of tax costs. Consideration must be, and will 
be, given to such privilege taxes as the capital stock 
tax, state franchise tax, and state unincorporated busi- 
ness tax, but not necessarily to such stamp taxes as 
those levied on the issuance and transfer of capital 
stock. Because, in general, license and use fees and 
taxes are imposed irrespective of the form in which 
the taxpayer conducts business, these tax costs need 
not be considered here. 

One other preliminary word: We shall deal with 
New York corporations and partnerships. The pro- 
cedures indicated and the conclusions drawn are quite 
equally applicable to domiciles other than New York. 


No Warrant for an Inferiority Complex on the 
Part of the General Practitioner 


(1) It has been suggested to me that I should treat 
the assigned subject in as simple a way as possible and 
on the assumption that the audience is quite unfamiliar 
with income tax procedure. I shall not take the sug- 





* Address delivered at Forum Meeting, New York County 
Lawyers’ Association, New York, N. Y., February 26, 1942. 

** Member, New York Bar; former president, New York State 
Society of Certified Public Accountants; associated professor of 


taxation, College City of New York; author, ‘‘Federal Income Tax- 
ation,’’ etc. 
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Because impending In- 
ternal Revenue Code 
changes may be momen- 
tous, attorneys should 
advise clients to delay 
changes in type of or- 
ganization, until the 
shape of tax things to 
be becomes clearer and 
better defined. 








gestion too literally. I have found altogether too 
many attorneys apparently fearful about tackling in- 
come tax problems of their clients. My deliberate 
attempt shall be to cure those of you (not many in 
number, I hope) who harbor an undeserved inferiority 
complex when confronted with a tax issue. I trust to 
be able to demonstrate, through the medium of the 
assigned subject, that the average general practitioner 
is fully capable of handling the ordinary problem deal- 
ing with current taxes. 

(2) It is true that advice with respect to many 
phases of federal income and profits taxation must be 
based on‘a specialist’s knowledge. This is especially 
true when the issue arises out of Revenue Bureau 
challenge of a client’s taxes for past years or when 
refunds of overpaid taxes are demanded. Here help must 
be sought in earlier statutory enactments, and because 
of the frequency with which the basic statute has 
undergone amendment and radical change, the un- 
initiated, who has avoided acquaintanceship with fed- 
eral taxing statutes, may understandingly seek assistance 
from the more expert. 
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(3) But when a client seeks advice with respect 
to the matters which constitute the subject of this 
address, the general practitioner should be able to 
rely on his own knowledge and experience. 


(a) For one thing, considerations other than tax- 
ation may well prove to be the dominating 
and controlling factors, and here the general 
practitioner is fully at home. 

(b) So far as tax law is concerned,—aside from 
the calculation of the tax, a not very inspiring 
chore which is almost universally left to the 
accountant,—the relevant factors may quite 
easily be “dug out” by the general practitioner, 
who is at home in orthodox legal research. 


(4) I sometimes feel that I know why the general 
practitioner is reluctant to accept a tax case without 
assistance from a specialist. In the historic conflict 
between the tax gatherer and the taxpayer, the latter 
frequently has discovered and taken advantage of loop- 
holes in the law. The non-tax attorney has heard of 
some such instances. The general practitioner has 
also heard how other taxpayers, to their vocal chagrin, 
have not been told about lawful possibilities of tax 
minimization and avoidance until too late.. The gen- 
eral practitioner, after several attempts to read and 
understand an admittedly complicated jumble of words, 
phrases, sentences and paragraphs, otherwise known 
as the Internal Revenue Code, throws up his hands in 
understandable disgust and exasperation and runs 
away from a most unpleasant task,—one which seems 
charged with dangerous and fathomless pitfalls. 


Let me assure you that the number of tax avoidance 
“tricks” has been greatly decreased, both through deci- 
sions of the courts which have become extremely 
realistic in looking through form to substance and 
because, in increasing measure, the Treasury has had 
the advice and assistance of as experienced, astute and 
clever tax specialists as are available to the taxpayer. 
There was a time when the tax practitioner was several 
jumps ahead of the tax legislator and the tax adminis- 
trator, but this is no longer true, and it is most assuredly 
not true in the field of our discussion. No so far as 
the application of the revenue law to our subject is 
concerned, there is nothing occult or mysterious about it. 


I referred to tricks and loopholes. 
a most intriguing one. 


The subject is 
I shall spend a brief moment 
with it for the purpose of reviewing some loopholes 
which have been plugged up, primarily for the purpose 
of implementing my effort to free you from the un- 
justified fear that there still are many dangerous 
mysteries in the tax law which the general practitioner 
can neither discover nor solve. 
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(a) Former Tax-free Cash Recoupment 


Assume that A organized a corporation in 1900 with 
an investment of $10,000; that on March 1, 1913, the 
“birthday” of the present series of tax laws, a date as 
of which many “capital values” are taken, the corpora- 
tion was worth $5,000,000; that in 1921 or 1922, at 
the time of a statutory reorganization, it was worth 
$8,000,000. Under the 1921 Act, a reorganization could 
be arranged, pursuant to which A would receive all of 
the stock in the new company worth $3,000,000 and 
“boot,” in the form of cash, amounting to $5,000,000, 
without becoming subject to tax. He had merely 
recouped, in cash, his investment, or the March 1, 
1913, value, whichever was higher, and the profit repre- 
sented by stock which, under the then existing statute, 
was not subject to tax. This loophole was plugged up 
by an amendment on March 4, 1923, retroactive to 
January 1, 1923. Thereafter, a similar reorganization 
would result in taxable gain limited by the amount of 
cash,—in this illustrative example, to an immediate 


tax on gain of $3,000,000. 


(b) Former “Liberty Bond Corporation” Device 
Assume that B had invested $10,000 in a corporation 
which eventually became worth $5,000,000, and that 
he had found a purchaser for his stock. For a long 
while it was generally believed that tax could be 
avoided on the gain resulting from a sale by means of 
a number of devices, one of which was the following: 
The corporation would purchase, on credit, govern- 
ment securities for $5,000,000. Thereafter a reorganiza- 
tion would be arranged, pursuant to which the old 
company would retain the newly-acquired govern- 
ment securities and transfer to the new company all 
of the assets subject to all of the liabilities of the old 
company, solely for stock in the new company, which 
stock would be issued to B. Neither the old company 
nor B would be subject to tax. B would then sell the 
stock in the new company for a nominal sum. This 
tax avoidance possibility disappeared in the 1934 Act, 
but even without the statutory change the avoidance 
possibility probably disappeared with the decision of the 
Supreme Court in Gregory v. Helvering, 293 U. S. 465. 


(c) The Gregory Decision 

Perhaps the most decisive blow to the use of artificial 
procedures, based on literal interpretation of the Rev- 
enue Acts, was given by the high Court in its decision 
in Gregory v. Helvering, supra (Jan. 7, 1935). There 
had been earlier rumblings of the impending doom to 
tax devices protected by such literal interpretation, 
although Congress appeared to sanction and even 
encourage the use of such devices by its failure to 
legislate against them. In the Gregory decision, we 
have an outstanding example of judicial legislation. 
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Here, Mrs. Gregory was the sole stockholder in a cor- 
poration which owned, among many other items, cer- 
tain marketable securities. If the corporation sold 
such securities, it would have had a taxable profit, and 
if the net proceeds were then distributed to Mrs. Gregory, 
she would have been subject to ordinary tax on the 
distribution. Mrs. Gregory utilized the once popular 
reorganization device to which I have already referred, 
at least by implication: A new corporation was created ; 
the old corporation transferred selected securities to 
it for all of the latter’s capital stock, which was issued 
to Mrs. Gregory; three days thereafter, the newly- 
created corporation was dissolved; its sole asset, the 
securities in question, were transferred to Mrs. Gregory, 
who immediately sold the securities and reported the 
profit as subject to the favorable capital gain rates. 
The high Court held that no reorganization had oc- 
curred and that Mrs. Gregory was subject to tax as 
though she had received a taxable dividend of the 
securities directly from the old corporation. The Court 
reached the conclusion because it could find “no busi- 
ness or corporate purpose” in the transaction ; it stated 
that the sole object “was the consummation of a pre- 
conceived plan to transfer” corporate property 

The Court refused to “exalt artifice 
The Gregory decision blazed the trail 
both for the Treasury and the courts, along which 
they have proceeded to demolish the house of cards 
erected by tax law literalists. 


to a stockholder. 
above reality.” 


(d) Foreign Corporations 

For many years a popular tax avoidance device was 
the creation of a foreign corporation, through which 
business would be transacted in foreign countries, with 
the result that interest, dividends and profits would 
not be subject to United States tax until distributed 
to domestic stockholders. In the case of death of the 
stockholders prior to distribution of profits by the 
corporation, such profits might never become subject 
to income tax. Sometimes the foreign corporation 
device was employed for the purpose of consummat- 
ing a single important transaction, analogous to the 
older procedure whereby parties to a transaction 
would cross the state border in order to avoid state 
tax burdens. Since 1937 this device has become 
inoperative because of the provision that American 
stockholders of foreign personal holding companies 
must annually report as income the share of the for- 
eign corporation’s net income which would have been 
distributed to them as stockholders if all of such net 
income had been paid out as dividends. 


(e) Life Insurance Device 


In 1914, the Revenue Bureau ruled that partnerships 
could deduct from gross income, in the determination 
of net income, premiums paid on life insurance taken 
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out by the partnership on the lives of partners. In 
1917, as in earlier and later years, partners were sub- 
ject to tax on their respective shares of the partnership 
income, whether distributed or not, but in this year 
only, a partnership entity was subject to the excess 
profits tax. Under the Commissioner’s ruling, a part- 
nership might arrange for single premium life insur- 
ance on the lives of partners, and if the premium were 
sufficiently large, it eliminated taxable income subject 
to the excess profits tax, and the remainder of the 
income as well, so that the partners would not be 
subject to tax from the partnership source. Single 
premium insurance policies permitted the partnership 
to borrow almost the entire amount of the premium, 
so that at a comparatively negligible net cash disburse- 
ment by the partnership, the government would lose 
all taxes from such source. The principle was also 
applicable to corporations. Alert insurance agents 
envisioned “commission gold mines.” What happened 
illustrates how the tax gatherer protects revenue by 
ruining the best-laid plans of tax avoiders. The Treas- 
ury Department’s ruling, while probably in accordance 
with the existing law, was nevertheless rescinded, and 
what was done soon thereafter was approved by Con- 
gress in Section 1211 of the 1917 Act. While some 
life insurance premiums are still deductible within 
narrow limits, they no longer constitute tax avoid- 
ance devices. 


(f) Splitting-up Family Income 


The ingenuity of tax practitioners has been dis- 
played, perhaps as widely as anywhere else, in the 
endeavor to split up family income. You know, of 
course, that if the husband’s income can be split into 
two parts between himself and his wife, if she has no 
other income, the aggregate family tax, because of 
graduated surtax rates, will be less than if the husband 
reports the entire income as his own. Before federal 
gift taxes, the split-up, by transfer to the spouse of 
the income-producing property, could be arranged 
without tax cost to the donor-spouse. Even in the 
presence of gift taxes, substantial tax economy was 
frequently found in such split-ups. A further profit- 
able split-up among minor children was found possible 
through trust devices. The threat of mandatory joint 
returns may soon eliminate tax savings by split-ups 
affecting husband and wife. The Supreme Court dect- 
sions involving trusts, in Helvering v. Clifford, 309 
U. S. 331 (1940), Hormel v. Helvering, 61 S. Ct. 719 
(1941), Helvering v. Richter, 61 S. Ct. 723 (1941), 
Douglas v. Willcuts, 296 U. S. 1 (1935), Helvering v. 
Schweitzer, 296 U. S. 551 (1935), and the legislation 
embodied in Sections 166 and 167 of the Internal Rev- 
enue Code, have greatly narrowed the effectiveness of 
trusts as tax minimizing expedients. 
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(5) General practitioners have often been astonished, 
when they have forced themselves to read a section 
of the Internal Revenue Code or the regulations 
promulgated thereunder by the Commissioner, to find 
that they appear to understand and comprehend it. I 
have had similar experience with young attorneys 
whom I have assigned to tax research. They some- 
times come to me with the correct answer, indicate a 
lack of confidence in their conclusions, and ascribe 
their successful research to fortunate “happenstance.” 
That’s all rot. Many provisions in the Internal Rev- 
enue Code are as easily understood as those with which 
the general practitioner is more familiar. 


(6) A friend complimented a federal circuit court 
judge on his erudite and convincing decision in a tax 
case. The judge confessed that he hated tax cases; 
that he had to drive himself to tackle the job of writing 
a tax decision. He expressed himself vigorously to 
the effect that there was something fundamentally 
wrong witha statute when, despite his utmost applica- 
tion to the issues raised and his success in reaching a 
sound conclusion, often in a week the legal principles 
involved left his mind completely. 


(7) General practitioners have told me that they 
find something very artificial and strained about much 
in the revenue law. They sometimes insist that the 
statutory language is quite meaningless. I haven’t 
the time to defend the Internal Revenue Code, even 
if I were so inclined, or to explain the pressure under 
which expert draftsmen are frequently compelled to 
labor during the process of revision of the revenue law. 
I concede that the provisions of the Code are difficult 
to remember, but I aver with at least equal emphasis 
that there is no reason why, with the application that 
the attorney customarily makes on behalf of his client’s 
cause, the average general practitioner should not be 
willing to tackle a routine tax case with complete and 
adequate self-confidence. 


The Narrow Issue 


(1) Itis the attorney’s task to estimate the tax cost 
ditferential, under specific circumstances, between a 
given enterprise conducted as a corporation or as a 
partnership. 


(a) The calculation of the immediate or current tax 
cost differential is not difficult. 


(b) The attorney, however, can very properly insist 
that consideration be given not only to the current 
cost, but to the probable future cost, even though he 
realizes that the determination of future costs involves 
prognostication and guessing. Nevertheless, those 
who advise in tax matters should have clearly in mind 
that, historically, there have been periods when, under 
a given set of facts, the corporate was more economical 
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than the partnership form, and that, in other periods, 
under exactly similar circumstances, the reverse was 
true. For example, under the 1917 Act, individuals 
and partnerships in business were subject to the war 
excess profits tax to the same extent as corporations. 
Inasmuch as there was practically no tax compulsion 
to distribute corporate earnings, while members of a 
partnership were taxed on their distributable shares 
of the partnership net income after war excess profits 
tax, it would be found, in many instances, to be more 
economical, tax-wise, for a new enterprise to be organ- 
ized as a corporation than as a partnership. In the 
very next year, however, corporations alone were sub- 
ject to the war profits and excess profits tax at rates 
as high as 80%, so that a valid decision, in 1917, in 
favor of the corporate form might have brought keen 
regret. The 1921 Act, which repealed the excess profits 
tax commencing in 1922, created such drastic com- 
parative tax burden changes, that the question of tax 
economy, as affected by the form of enterprise, had 
to be reéxamined anew. Skipping to 1936, when a 
surtax on undistributed corporate profits was intro- 
duced, taxpayers were again faced with the necessity 
of making comparative tax cost studies. This need was 
greatly increased in 1940, when individual rates were 
very substantially increased, and a new corporate 
excess profits tax imposed. Today, on the threshold 
of radical revision in our tax laws, in rates and other- 
wise, the task of studying comparative tax burdens 
has become most compelling. While legal advice will 
be sought and given, the practitioner must make clear 
to the client that the advice offered is on the basis of 
existing law as presently interpreted, and that un- 
predictable changes both in judicial and administra- 
tive interpretation and through legislation, may convert 
into increased tax burdens what presently appears to 
be tax reduction or tax economy. 


(2) After the tax practitioner has comprehensively 
discussed the tax possibilities with his client, the ulti- 
mate decision as to whether the enterprise shall be in 
corporate or in partnership form must be the client’s. 
Naturally, the client will frequently press the attorney 
for a definite recommendation. In general, it is ad- 
visable to have the decision clearly the client’s, who 
should be encouraged to weigh the relative non-tax 


advantages and disadvantages against the related 
tax costs. 


The Practitioner’s Equipment 


It is assumed, of course, that the practitioner will 
have at his disposal adequate law library material. 
This includes a tax service, which is indispensable to 
the practitioner, because the courts and the Board of 
Tax Appeals are constantly grinding out decisions, 
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while the Revenue Bureau and the Treasury Depart- 
ment are hardly less prolific in the promulgation of 
rulings and interpretations. 


(1) We are dealing with the comparative taxation 
of corporations and partnerships. As an integral part 
of the practitioner’s equipment, he should realize that 
the Internal Revenue Code’s definitions of these entities 
are not necessarily in agreement with local statutes. 


(a) Section 3797(a)(2) defines “partnership” and 
“partner” as follows: 


“The term ‘partnership’ includes a syndicate, group, pool, 
joint venture, or other unincorporated organization, through 
or by means of which any business, financial operation, or 
venture is carried on, and which is not, within the meaning 
of this title, a trust or estate or a corporation; and the term 
‘partner’ includes a member in such a syndicate, group, pool, 
joint venture, or organization.” 


The corresponding provision of the Regulations (Sec. 
19.3797-4) is in accord. It continues by pointing out 
that under the Code, certain entities, the members of 
which are subject “to the personal liability of partners,” 
are nevertheless sometimes classified as corporations: 


If an organization is not interrupted by the death 
of a member or by a change in ownership of a participating 
interest during the agreed period of its existence, and its man- 
agement is centralized in one or more persons in their rep- 
resentative capacities, such an organization is an association, 
taxable as a corporation.” 


(b) Limited partnerships of the type permitted un- 
der the New York law may be taxable as partnerships 
or as corporations, depending on the characteristics 
already referred to. The Regulations (Sec. 19.3797-5) 
refer to limited partnerships as follows: 


“A limited partnership is classified for the purpose of the 
Internal Revenue Code as an ordinary partnership, or, on the 
other hand, as an association taxable as a corporation, de- 
pending upon its character in certain material respects. If 
the organization is not interrupted by the death of a general 
partner or by a change in the ownership of his participating 
interest, and if the management of its affairs is centralized 
in One or more persons acting in a representative capacity, 
it is taxable as a corporation. For want of these essential 
characteristics, a limited partnership is to be considered as 
an ordinary partnership notwithstanding other characteristics 
conferred upon it by local law.” 


(c) The Regulations (Sec. 19.3797-2) describe “as- 
sociation” as follows: 


“The term ‘association’ is not used in the Internal Revenue 
Code in any narrow or technical sense. It includes any 
organization, created for the transaction of designated affairs, 
or the attainment of some object, which, like a corpora- 
tion, continues notwithstanding that its members or par- 
ticipants change, and the affairs of which, like corporate 
affairs, are conducted by a single individual, a committee, a 
board, or some other group, acting in a representative: ca- 
pacity. It is immaterial whether such organization is created 
by an agreement, a declaration of trust, a statute, or other- 
wise. It includes a voluntary association, a joint-stock asso- 
ciation or company, a ‘business’ trust, a ‘Massachusetts’ trust, 
a ‘common law’ trust, an ‘investment’ trust (whether of the 
fixed or the management type), an interinsurance exchange 
operating through an attorney in fact, a partnership associa- 
tion, and any other type of organization (by whatever name 
known) which is not, within the meaning of the Code, a 
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trust or an estate, or a partnership. If the conduct of the 
affairs of a corporation continues after the expiration of its 
charter, or the termination of its existence, it becomes an 
association.” 


(d) It follows, then, that if a New York partner- 
ship conducts is affairs under such circumstances is 
to become an “association” for federal income tax puir- 
poses, it is subject to all federal corporation taxes and 
is treated as a corporation for all federal income and 
profits tax purposes. The members of an association 
are not taxed on their distributable shares of the entity’s 
net income, but only on the amounts actually dis- 
tributed to them. The presence of unlimited liability 
is not sufficient to keep the organization within the 
partnership category for federal tax purposes. See 
Vernon J. Bert, Trustee, 34 BTA 805, aff’d 92 F. (2d) 
491; Morrissey v. Com’r, 296 U. S. 344; Com’r vw. 
Coleman-Gilbert Assoc., 296 U. S. 369; Com’r v. Combs, 
296 U.S. 365. But see also Whitcomb Coca-Cola Syndi- 
cate, 35 BTA 1031, aff’d 95 F. (2d) 596. 

(2) The practitioner’s basic equipment should in- 
clude knowledge of the comparative incidence of the 
tax as between partnership and corporation, includ- 
ing “association” in the latter term. A check list, such 
as that at page 220, should prove of practical help as 
you discuss with clients the tax aspect of the problem 
now under consideration. On this check list are some 
of the major topics which should be kept in mind. We 
shall allude to most of them, at least briefly. 


(a) Earned Income Credit 


Individuals are permitted to treat the first $3,000 of 
their net income as earned income and a maximum of 
actually earned income of $14,000. 10% of earned net 
income (limited to 10% of net income) is a credit 
against net income in computing the amount thereof 
subject to the normal tax. It follows, therefore, that 
the maximum tax saving because of earned income, 
under existing law, is 4% of $1,400, or $56. Partners, 
in the aggregate, may not treat as earned income from 
partnership sources (where capital and personal serv- 
ices are material income-producing factors) more than 
20% of its net income. Officers and employees of cor- 
porations, even if stockholders, are under no similar 
limitation or restriction on compensation for their 
services. The result is, therefore, that there is a 
theoretical possibility that partners may suffer to a 
maximum extent of $44 (4% on the excess of $14,000 
over $3,000) as compared with employee- and officer- 
stockholders of a corporation. Obviously, the matter 
is not of very grave importance. 


(b) Charitable Contributions 


A partnership is not permitted to deduct charitable 
contributions, but the individual members, within 
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the 15% limitation, may treat as their own their 
proportionate shares of the partnership’s contribu- 
tions. Corporations are permitted to deduct such con- 
tributions up to 5% of their net income computed 
before deduction of such contributions. The bene- 
ficiaries are somewhat more limited than in the case 
of an individual. 


(c) Exempt Interest 


Partners treat as though directly received by them 
their proportionate shares of exempt and partially 
exempt income of their partnerships. When a corpo- 
ration distributes, as a dividend, earnings which repre- 
sent wholly or partially exempt income of the corporation, 
the distribution is just as taxable to the recipient 
stockholder as though it represented corporate earn- 
ings from fully taxable sources. Parenthetically, an 
attorney would not normally advise clients, from the 
tax viewpoint, to form a corporation for a proposed 
enterprise, the income of which would consist in sub- 
stantial part of exempt income. 


(d) Pension Trusts 


Members of a partnership are not “employees” of 
their firm and are therefore deemed not to be proper 
beneficiaries under either an exempt or non-exempt 
pension trust, so that partnership payments with respect 
to partners are not deductible by the firm. On the 
other hand, officers of a corporation, even if stock- 
holders, may be such beneficiaries, because they are 
recognized as employees, and the corporation’s con- 
tributions, within statutory limits, are deductible by 
it. See Albert W. Harris et al., BTA Memo. Op. 1939 
(Oct. 27, 1939). 


(e) Capital Gains and Losses 


All of you know that sales of so-called capital assets 
result in capital gains or losses, and that there are 
short-term capital gains and losses, and long-term 
capital gains and losses. In the case of a partnership, 
capital gains and losses are segregated from ordinary 
income, and each partner treats as his own his pro- 
portionate share of his firm’s capital gains and losses. 
In the hands of a partner, such capital gains and losses 
are merged with his own. A net short-term capital 
gain of the individual partner is taxed as ordinary 
gains; his net short-term capital loss is carried forward, 
subject to statutory limitation, to the following year, 
in reduction of his short-term capital gain of that 
year. Long-term capital gains are those which repre- 
sent gains either on holdings of between eighteen and 
twenty-four months or over twenty-four months, re- 
spectively. Net long-term capital gains of the shorter 
holding period are included in income to the extent 
of 6624%, and net long-term capital losses are de- 
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ductible from ordinary income to the same extent; 
but the tax on such gain, as thus reduced, is limited to 
30% thereof, while the reduction in tax because of 
such loss, as thus reduced, cannot exceed 30% thereof. 
This is equivalent to a tax limit of 20% on such gains, 
and a tax reduction limit of 20% on such loss. 
Net capital gains of the longer holding period are in- 
cluded in gross income to the extent of 50% thereof, 
and such net losses are deductible from gross income 
to the extent of 50% thereof; in no event is such net 
gain, as thus reduced, taxable at more than 30% 
thereof, nor may such a net loss, as thus reduced, 
diminish the tax by more than 30% thereof. This is 
equivalent to a tax limit of 15% on such gains, and 
a tax reduction limit of 15% on such loss. These are 
the rates under existing law, but they will probably 
be changed in the 1942 revision, and it is even possible 
that the special treatment of capital gains and capital 
losses may be eliminated or greatly modified. 

In the case of a corporation, net short-term capital 
gains and losses are treated as by individuals. Long- 
term capital gains and losses result from a holding 
period of eighteen months or more; net long-term 
capital gains are fully taxable for income tax purposes, 
and net long-term capital losses are fully deductible 
for such purposes. Neither long-term capital gains 
nor long-term capital losses figure in the computation 
of the excess profits tax. 


(f) Social Security Taxes 


At the present time, under existing law, the aggregate 
maximum federal old-age tax, federal unemployment 
tax and New York State unemployment tax amount 
to $150 per individual (if his annual salary amounts to 
$3,000 or more). Of this maximum amount, the em- 
ployer pays $120, and the employee $30. Since part- 
ners are not classified as employees, partnerships do 
not pay such taxes with respect to partners’ salaries. 
A corporation’s compensation to its stockholder officers 
and employees is subject to the social security taxes. 


(g) Personal Service Corporations 


You should know about personal service corpora- 
tions, which are defined in Section 725(a) of the In- 
ternal Revenue Code, as domestic corporations in 
which the income is derived primarily from the activi- 
ties of shareholders, who are regularly engaged in the 
active conduct of the corporate affairs and who, during 
the year, are the continuous actual or constructive 
owners of at least 70% of all of the capital stock. Such 
organizations are those in which capital is not a ma- 
terial income-producing factor. This type of corpora- 
tion may elect to claim exemption from the excess 
profits tax on condition that the shareholders consent 
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to be taxed on their proportionate shares of the so- 
called “undistributed Supplement S net income.” 


(h) Amortization of Defense Facilities 


Section 124 of the Internal Revenue Code permits 
a corporation to elect to depreciate so-called “defense” 
facilities over a maximum period of sixty months. 
This provision, under statutory restrictions, enables 
corporations to recoup their cost of buildings and 
equipment acquired in connection with war contracts 
through depreciation charges more rapidly than when 
ordinary depreciation rates are applied ; moreover, the 
cost of land is likewise so recoupable, which is not 
otherwise true. The privilege is not accorded partner- 
ships or individuals. 

(3) The final, and undoubtedly the most important, 
single element in the practitioner’s equipment, essential 
in determining comparative tax burdens, is the appli- 
cable tax rates. The rates are readily available to all. 


Tax Check List 


Corporation or Partnership? 
Comparative Federal and State Taxes 
Dissolution Tax Costs 
Sec. 102 
Earned Income Credit 
Charitable Contributions 
6. Exempt Interest 
7. Pension Trusts 
8. Capital Gains and Losses 
9. Social Security Taxes 
10. Amortization of Defense Facilities 
11. Personal Service Corporations 
12. Personal Holding Companies 
13. I. R. C. Definition of “Association” 
14. Prospective Federal Taxes (Increased Rates; Stricter 
Provisions) 
15. Prospective State Taxes (Proposed N. Y. Reductions) 
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Shall It Be a Corporation or a Partnership? 


We now come, after unavoidable delay, to meet the 
first of our two practical problems: Shall the new 
enterprise, about which the client consults you, be a 
corporation or a partnership? 


(1) As I have already stated, very important factors 
other than taxation must be taken into consideration 
in the decision. The client’s job is to indicate the 
amount to be invested as capital and/or as loan; the 
profit prospect; and desires and/or needs as to periodic 
withdrawals and other distributions. 


(2) A most important tax consideration is the pur- 
pose of the new enterprise: Is it to be general and 
long-lived, or is its duration to be limited to the ac- 
complishment of a specific purpose, as, for example, 
the exploitation of a war contract, or the erection of 


an office building and its sale, rather than its operation. 
(3) The calculation of comparative tax costs must 


be undertaken at some point. Let us now consider 
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such comparative costs in connection with the three 
hypothetical situations about to be alluded to. 


In Case A (see page 221) two individuals wish to 
invest, either in a partnership or in a corporation, 
$50,000 each, and to be equal partners or equal stock- 
holders. They expect the organization to earn $20,000 
per year, before salaries of $5,000 to each of the two 
partners or stockholder-officers and before federal in- 
come and profits taxes. In the accompanying table 
the approximate aggregate federal and state taxes of 
the organization and its proprietors are shown so as 
to disclose such taxes if 


(a) organized as a corporation which distributed 
approximately 70% of its earnings available 
for dividends, i. e., $5,000 

—and if— 

(b) organized as a corporation which distributed 

none of its earnings as dividends 
—and if— 
(c) organized as a co-partnership. 


In Case B (see page 221) we have a similar situation 
with these differences: 
(a) Each of the two equal owners invests $250,000. 
(d) Dividends amount to $60,000. 
(c) Dividends amount to $25,000. 


In Case C (see page 222) a more complicated problem 
is presented: 

(a) The aggregate investment is $1,000,000. 

(b) In three different situations, the investment 
is made by two, three and four owners, re- 
spectively. 

(c) Aggregate salaries of $60,000 are divided 
equally among the owners. 


(d) Dividends amount to $60,000. 


It is to be noted that the calculations of the tax are 
in approximate amounts, and at 1941 rates, because 
1942 rates and other material 1942 tax factors are not 
yet available. The individuals were assumed to be 
New York residents, married, without dependents and 
without income other than from the corporation or 
partnership. The capital stock tax has been calculated 
on an amount of declared value just sufficient to free 
the corporation from the “declared value excess-profits 
tax.” The excess profits tax has been calculated on 
the basis of “new capital,” i.e., at 10% of the “new” 
investment. Procedure and trend, rather than ac- 
curate calculation, are intended to be indicated. 


The difference in tax, due solely to whether earn- 
ings are retained or distributed, should be carefully 
noted. Section 102 of the Internal Revenue Code is 
intended to penalize corporations which are formed or 
availed of for the direct or indirect purpose of saving 
stockholders from tax by permitting corporate profits 
to accumulate instead of being distributed as divi- 
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dends. The penalty is in the form of a surtax on the 
offending corporation, at rates shown in the table.’ 
Revenue agents make special Section 102 reports where 
dividend distributions represent less than 70% of net 
earnings. That is why, in the three sets of calcula- 
tions, Where dividends are shown, distributions of 
approximately 70% have been assumed. 






In Case A, the aggregate tax in the partnership 
set-up is only about $350 less than in the corporate 
arrangement, if dividends are not (and need not be) 
paid, but the additional corporate tax cost, compared 
with the partnership, is over $1,300 if assumed “safe” 
dividends are disbursed. 






















Case A 






If organized as a 













corporation If organ- | 
Facts ized asa 
aia Dividends | No divi- | partnership 
paid dend paid 
Investment 2... 6 cose cs $100,000 | $100,000 $100,000 





Net income (before salaries 
to owners and all taxes 

















shown below).......... 20,000 20,000 20,000 
Aggregate salaries to two 

owners, equally divided. . 10,000 10,000 10,000 
Dividends paid . 





5,000 










Approximate Taxes of Cor- 
poration or firm: 


600 
125 
1,600 


State Franchise 


Capital Stock 








Ni yrmal 



















































CORPORATE v. PARTNERSHIP FORM OF DOING BUSINESS 


















In Case B, if dividends are not (and need not be) 
paid, the corporate set-up results in aggregate tax 
savings cf about $6,000, compared with the tax cost 
of the partnership. 





‘The table, which summarized 1941 federal and New York tax 
rates is not reproduced. Sec. 102 rates are: 27%4% on the first 
$100,000 of ‘‘undistributed section 102 net income’’; 38'4% on excess 
over $100,000. 





Unincorporated Business. . seca nee $ 440} 
Total ................ | $ 2,925] $ 2925| $ 440 | 
Approximate Income Taxes 
of Individuals: 
TE er $ 1,500} $ 740 $ 2,430 
ee ae eee a eee 320 130 580 
es '$ 1,820|$ 870| $ 3,010 
Geand Total .......... $ 4,745 | $ 3,795 $ 3,450 
% Grand Total to Net In- 
RR ore 23.72% | 18.98% 17.25% | 


| 


| 
a |! 
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Case B 










If organized as a 
























corporation If organ- 
: ized asa 
Facts Dividends | No divi- | partnership 
paid dend paid 
Investment .............. $500,000 | $500,000 $500,000 


Net income (before salaries 
to owners and all taxes 















shown below).......... 75,000 75,000 75,000 
Aggregate salaries to two 

owners, equally divided. . 20,000 
Dividends paid .......... 25,000 





Approximate Taxes of Cor- 
poration or firm: 











State Franchise .......... $ 3,300 | $ 3,300 
Capital Stock ............ 700 700 
ere re 13,200 13,200 
MIDE ERGY oo = Synge rises henna 3,600 3,600 





Excess Profits 








Unincorporated Business. . 


ee ern re $ 20,800 | $ 20,800 
Approximate Income Taxes 
of Individuals: 


































Federal ..2...........+5- $ 10,400 | $ 2,470| $ 22,980 
NEE 5 Po aon a dheas ieee 2,300 580 4,400 
WE Gs -$ 12,700 | $ 3,050 | $ 27,380 
Grand ‘Total ................ $ 33,500 | $ 23,850 $ 29,720 

% Grand Total to Net In- 
ND ccavaawaniedasiosa 44.67% | 318 % 39.70% 


In the third enterprise, comparative taxes are shown 
where the ownership is vested in two, in three, and 
in four equal partners. These calculations show how 
the tax burden, under existing law, rapidly decreases 
as the number of sharers increases. A correspondingly 
favorable result is likewise obtained, everything else 
being equal, as the number of stockholders who share 
in corporate salaries and distributions increases. 






















(4) If the corporation is to be short-lived, in gen- 
eral it is better to elect the partnership, rather than 
the corporate, form. Evenif the current corporate tax 
cost is found to be less, the tax cost upon dissolution 
should not be overlooked. If the corporation is dis- 
solved upon the completion of the purpose for which 
it was specifically created, the stockholders are faced 
with a tax on the accumulated profits, including un- 
realized appreciation, then distributed to them. Under 
existing law, if such distribution occurs within eighteen 
months after the creation of the corporation, the net 
profit of each stockholder is fully taxable, even though 
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Net investment—$1,000,000; net income (before salaries to owners and all taxes shown below) $200,000; aggregate com- 


pensation to owners, $60,000, equally 


divided; dividends, if paid = $60,000. 





If organized as a corporation 





If organized as a 

















Dividends paid | No dividends paid partnership 
| 2 Equal | 3 Equal | 4 Equal 2 Equal | 3 Equal | 4 Equal 2 Equal | 3 Equal | 4 Equal | 
| Stkhds. | Stkhds. | Stkhds. | Stkhds. | Stkhds. | Stkhds. |} Partners | Partners | Partners | 
Approximate taxes of ee a 
corporation or firm: | 
State Franchise ... $ 8400/ $ 8400; $ 8400| $ 8400] $ 8400| $ 8,400 
Capital Stock ........ 1,800 1,800 1,800 1,800 1,800 1,800 | 
Normal ms 30,480 | 30,480 30,480 30,480 30,480 30,480 pines 
Sartax ...<.: akan 8,640 8,640 8,640 8,640 8,640 8,640 
| Excess Profits....... 13,000 13,000 13,000 13,000 13,000 13,000 ee secs aes 
Unincorporated Business ouch ee ee exe cara .... || $ 7,400 | $ 7,200 | $ 7,000 | 





Total ............| $ 62,320 | $ 62,320 


$ 62,320 | $ 62,320 | $ 62,320 | $ 62,320 || $ 7,400| $ 7,200 

















Approximate income 
taxes of individuals: 





























Federal ...... sbeeta $ 48,410 | $ 40,055 $ 33,940 | $ 16,970 | $ 12,655 | $ 10,130 $ 91,470 | $ 79,600 | $ 70,465 
State ..cecs soho ada 7,550 7,125 6,700 3,350 2,925 2,500 13,150 12,729 12,300 
ere $ 55,960 | $ 47,180 | $ 40,640 | $ 20,320 | $ 15,580 | $ 12,630 $104,620 | $ 92,325 | $ 82,765 
Grand Total..... $118,280 | $109,500 | $102,960 | $ 82,640 | $ 77,900 | $ 74,950 | $112,020 | $ 99,525 | $ 89,765 
% Grand Total to 
Net Income 59.14% 54.75% 51.48% 41.32% 38.95% 37.48% 56.01% 49.76% 











the corporation paid excess profits and income taxes 
on its earnings. From the tax point of view, “doubling” 
of tax is avoidable if the enterprise is conducted as a 
partnership. Moreover, the attorney advising in such 
a situation must not lose sight of the fact that the 
favorable capital gain provisions, which are presently 
available to stockholders in the case of complete liqui- 
dation of profitable corporations, the stock of which 
has been held over eighteen months, may not be avail- 
able at the time when the relatively short-lived cor- 
poration is to be dissolved, either because of modification 
of the definitions of “capital assets” and “capital gains” 
or because of changes in capital gain rates. 

(5) How should the question be resolved when, 
from the tax cost point of view, there is doubt as to 
which form of enterprise to select. In such situation 
it will not do to toss a coin and let the fates decide. 
Where there is a justifiable doubt, it is usually better to 
select the partnership form for two reasons: (a) Under 
existing law, which in this respect has remained un- 
changed for many years, there is no income tax cost 
consequent upon converting a partnership into a cor- 
poration ; and (b), on the other hand, the reverse process, 
as we have already seen, may be very costly, tax-wise. 


Shall an Existing Partnership or Corporation Be 
Continued as Such, or Shall Its Form Be Changed? 
Such a question arises under a variety of circum- 
stances. The impact of taxes may cause the owners 
to seek lawful escape from part of the burden. During 




















44.88% | 











the latter part of 1941, many corporations were dis- 
solved and the enterprises continued as partnerships. 
Important factors in many decisions to dissolve cor- 
porations undoubtedly were (1) that the profit on dis- 
solution was taxable at favorable capital gain rates, 
(2) apprehension that corporate rates would be greatly 
increased in comparison with individual rates, (3) belief 
that capital gain rates would be substantially increased, 
(4) assumption that capital gain provisions might not 
much longer be applicable to profits resulting from 
dissolution of corporations. 

Experienced attorneys would hesitate today to advise 
clients to convert a corporation into a partnership, for 
a number of practical reasons: 

(1) If substantial profit were thereby to accrue to 
the stockholders, the 1942 tax on such gains cannot 
be determined until the 1942 amendments to the In- 
ternal Revenue Code become known. Quite possibly, 
if such amendments are enacted by June, further 1942 
amendments may be made later in the year. The 
1942 amendments must be expected to be retroactive 
to January 1, 1942. After all, there must be a reason- 
able relationship between the tax cost of dissolving a 
corporation and the annual tax savings of the con 
tinuing enterprise asa partnership. For instance, wh 
would knowingly pay $50,000 in taxes to dissolve a 
corporation if, under existing law, annual savings are 
estimated at $5,000, especially when one must guess 
about changes in the taxing statutes during a rela- 
tively long period in the future? [Turn to page 238] 
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HE NEW YORK CITY tax was not a use 

tax but was a tax on the sale or delivery 

of tangible personal property. The suit *® tried 
before the United States Supreme Court involved 
the taxation of a sale of coal brought into the city 
from Pennsylvania through New Jersey, largely by 
barge, to fill orders taken in New York City. This 
transaction would seem to the layman to be inter- 
state commerce. It was so defined in the dissenting 
opinion of Justice Hughes. The Court upheld the 
validity of the tax, by a 6 to 3 decision, saying: 
“The states in imposing taxes for state purposes are not exer- 
cising any power which the Constitution has conferred on 
Congress. It is only when the tax impairs the authority con- 
ferred upon Congress that it can be said to exceed constitu- 
tional limitations. . The purpose of the commerce clause 


was not to relieve those engaged in interstate commerce 
from their just share of the tax burden.” “* 


The Iowa law, recently upheld, required mail order 
houses to collect the use tax as a condition to securing 
licenses to maintain retail stores in the state. The 
law was opposed on the ground that the mail order 
part of the business was not connected with any retail 
store in Iowa, but that orders were mailed by indi- 
viduals directly to out-of-state offices of the company.*” 
This law was held unconstitutional by the Iowa Supreme 
Court in 1940 but the United States Supreme Court 
reversed the decision in February, 1941, holding that 
the requirement applied to transactions which were 
just as much a part of the business of the company in 
Iowa as were the local sales. 


The liability of the seller has been thus defined by 
Commerce Clearing House: 


“Generally a seller’s liability under the use tax acts is that 
of a collecting agent, but competition, the cost of the tax 
accounting, or other commercial considerations, may often 
require him to assume the tax burden. Since these taxes 
have been sustained by the courts and ‘interstate commerce’ 
affords little, if any, exemption, industry is confronted with 
another burden more aggravating than the sales tax itself. 


‘Developments to date have narrowed the questions practi- 
cally to one jurisdiction. What remedies are available to the 
state for enforcement of the seller’s liability? If the seller is 


* Concluded from page 164, March, 1942, issue. 

* Professor of Economics, University of Minnesota, Minneapolis. 

‘6 McGoldrick v. Berwind White Coal Mining Co., 60 S. Ct. 388, 
309 U. S. 33, (1940). This decision makes an inroad on the doctrine 
or principle developed by earlier decisions but its precise effect is 
indeterminable at present. After this decision was made four states 
revised their regulations so as ‘‘to specifically tax sales in which 
the transfer of possession takes place within the state.’’ American 
Retail Federation, State Sales Tax Laws, 1940, p. 23. 

46a Ibid. 

Nelson v. Sears, Roebuck and Co. and Nelson v. Montgomery 
Ward and Co., 61 Sup. Ct. 586, 593 (1941). The Chief Justice and 
Justice Roberts dissented on the ground that the tax violated both 
the commerce clause and the due process clause. 
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doing business in the use-taxing state the remedy is adequate 
and even without such a status a valid service of process is 
possible. Moreover, if the seller is entirely absent from the 
state there is still the question of attachment and garnishment 
if he happens to have some property within the state, and if 
he is selling on conditional sales contracts he does have prop- 
erty there. Although there is no judicial sanction for such 
action against the property, it is being attempted in at least 
one state and is another possibility worthy of mature 
consideration. 

“Finally, it must be remembered that it is easier for the 
tax-gatherer (both actually and politically) to collect the tax 
from the seller than from the local consumer.” * 


Few states keep records of revenue from this source 
separate from the sales tax records. The separate 
data that are available are shown for a series of years 
in Table 3. It is obvious that this tax is intended for 
regulative purposes, not primarily for revenue.*® 


Table 3 
Revenues from Use Taxes’ 
Fiscal Years 
State 1936 1937 1938 1939 1940 


|, $71,659 $426,797 
Calif. .. $1,536,291 $2,673,750 $2,663,004 4,081,403 4,019,834 


Ds; svivewes weggeboes 99,033 333,913 331,704 
ee 202,767 1,320,687 1,488,940 1,864,586 
a, ee er ee 332,366 253,800 444,477 
ae - 8,625 448,856 531,529 984,624 
ER ee ere 3,838 8,358 
3 era ee 6,880 19,217 
Ohio® . 326,503 682,609 734,941 700,419 867,696 
_. eeeerer 15,160 610,711 467,990 631,159 
Se ee ge er 54,125 
ES: <aikipete- panied 147,963 159,592 329,307 
Wash’. 60,822 298,732 516,654 692,461 759,918 





1 As reported by state officials, except as indicated. 

2 Tax Institute, Tax Yields: 1940. 

3 Estimates by the State Board of Equalization. 

*In 1937 the tax was in effect only one month. Data for 1938 are 
for calendar year. Thereafter reports were on fiscal year basis. 
Revenues for 1939-1941 are from the Annual Reports of the State 
Board of Tax Administration; those for 1937 and 1938 are from Ford 
and Shepard, op. cit., p. 121. 


5 Calendar year basis. Ohio collections for the calendar year 1941 
were $1,325,945. 


Productivity 


Table 4 shows the amounts of revenue received from 
sales and use taxes for the years 1936-1941, and what 
percentages the yields were of the total tax revenues. 
It will be noted that California has ranked first every 
year in amount collected and Illinois second, each 





48 Commerce Clearing House, State Tax Review, June 27, 1941. 

4? Another comparatively new device for improving administration 
of sales and use taxes is the port of entry. Kansas was one of the 
first to inaugurate a system of such ports and the plan was followed 
by about fifteen other states. These ports were first used to enforce 
regulations as to gasoline shipments, ton-mile tax on trucks and to 
keep out alcoholic beverages. They are not used by so many states 
as formerly but are still relied upon by about twelve for enforcing 
horticultural prohibitions and other regulative measures, and for 
collecting taxes, 
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Table 4. General Sales and Use Taxes—Fiscal Years 1936-1941 


(In thousands of dollars and percentages of total state taxes) 




















—— 1936 —— 1937 —— 1938 
% of % of 
STATE Total Total 

Sales State Sales State Sales 

Tax Taxes Tax Taxes Tax 
Alabama $3,720.6 8.86 $5,645.2 
Arizona .. $2,679.5 19.22 3,823.9 21.42 3,898.4 
Arkansas «oot aes 12.17 4,253.3 18.93 4,789.9 
California ee 37.90 88,192.7 34.74 86,658.1 
Colorado .... . 5,809.2 25.09 6,760.9 22.56 8,195.0 
NE ooo a Cote arate 1,305.2 14.76 2,152.1 18.43 87.8 
TOMER lk kc cece ee 64,898.) 41.74 77,003.3 43.87 80,917.6 
Indiana erceeata 16,548.9 25.49 20,556.6 24.14 22,339.5 
rn 13,450.6 22.83 15,031.8 23.07 15,739.2 
OO eae aces esses ; de 10,286.4 
Kentucky? ........ 6,960.4 19.01 119.7 225 41.9 
Rewimiemae ....... 1.11 596.8 5.09 3,538.7 
Maryland . «se 2,629-2 8.87 115.7 .34 40.4 
Michigan 45,642.2 37.38 54,780.1 37.01 52,603.7 
Mississippi oo Oeaeee 19.97 5,921.5 21.92 6,155.3 
Missouri «« yeSea 11.53 12,008.9 21.67 17,513.2 
New Jersey 2 6,936.5 5.44 156.5 sie : 
New Mexico . ; 2,362.5 22.09 3,069.5 23.39 3,672.5 
New York City?... .328,360.0 3.2 31,250.0 3.9 48,280.0 
North Carolina .. 10,181.3 18.11 11,320.2 15.44 11,134.3 
North Dakota ... 2,494.0 24.54 2,759.6 26.53 2,880.9 
Ohio * ; a 45,067.2 30.19 57,019.0 oa.3% 50,561.0 
Oklahoma at 5,194.2 11.71 10,274.4 17.21 11,318.0 
Pennsylvania ? 3,226.9 1.78 3,157.7 1.00 3,450.8 
South Dakota ..... 2,516.9 27.97 3,092.5 23.90 3,722.3 
Utah =) 2,943.3 21.13 3,390.0 22.04 3,443.2 
Washington‘ ..... 7,778.1 20.53 16,594.1 32.77 18,577.9 
West Virginia ... 19,792.9 50.22 21,622.3 46.39 21,365.0 
WYOMMIES «co kc ccc 1,484.2 18.52 1,850.5 20.72 1,880.5 





1 Data for 1937-1939 from Tax Systems of the World, 1940, pp. 320, 
354; for 1940, 1941 from U. S. Census, State and Local Government, 
Special Study No, 10, March 26, 1941; Special Study No, 16, October 
6, 1941; and from state officials. The percentages of total taxes are 
based on the figures classified by the U. S. Census Division of Local 
Government as ‘‘Total (State) Taxes Reported.’’ The percentages 
in Tax Institute, Tax Yields: 1940 are based on state taxes excluding 
unemployment compensation taxes. 


* Tax repealed: Idaho and Kentucky, 1936; Louisiana, 1940; New 
Jersey, 1935; Pennsylvania 1939. 
with over $100,000,000 in 1941. For the earliest years 
reported Ohio ranked third, but since 1938 Michigan 
has held that place. Ohio’s tax now yields about two- 
thirds that of Michigan. The next group of states, 
with collections around $25,000,000 are Indiana, Mis- 
sourl, Washington and West Virginia. The states that 
receive about $10,000,000 are Alabama, Colorado, Kan- 
sas, North Carolina and Oklahoma. The lowest group, 
those receiving less than $5,000,000, includes New 
Mexico, North Dakota, South Dakota and Wyoming. 

Each sales tax state received more in 1941 than in 
1940. The total increase was 13 per cent. It should 
be pointed out, however, that the revenue from almost 
every tax was greater in 1941 than in the preceding 
year. The percentage increase of general sales tax 
yield was exceeded by net income taxes and selective 
sales taxes except those on gasoline, alcohol and 
tobacco. The revenue for state purposes received 
from general sales taxes exceeded that from any other 
source except gasoline taxes and contributions to 
unemployment compensation. About 40 per cent of all 
the states’ tax revenue in 1941 came from sales taxes 


of various kinds, general, and selective, and 12 per cent 














—— 1939 —— 1940 — 1941 ~ 
% of % of % of % of 
Total Total Total Total 
State Sales State Sales State Sales State 
Taxes Tax Taxes Tax Taxes Tax Taxes 
11.86 $5,793.6 11.83 $7,756.0 14.07 $9,452.0 
21.65 3,568.7 19.07 4,010.0 19.02 4,402.0 34.24 
17.26 4,987.7 15.95 5.514.0 21.6 6,152.0 19.05 
28.42 89,400.7 27.94 97,984.0 29.9 110,372.0 29.9 
25.19 8,480.6 23.83 8,810.0 az4 9,416.0 pt 
29.60 81,516.5 32.01 90,818.0 38.7 101,761.0 36.2 
25.18 19,981.9 21.63 23,538.0 23.41 25,873.0 24.9 
22.93 15,857.0 22.98 16,858.0 24.9 17,992.0 24.0 
23.17 9,785.2 23.58 10,080.0 23.0 11,187.0 24.7 
-08 5.9 -01 im Sips ; : 
§.75 4,330.6 ane 7,473.0 9.01 4,991.0 
09 4.1 -01 or eee : 
27.26 51,813.9% 30.49 60,374.08 31.0 73,632.08 32.1 
21.47 6,065.2 20.54 6,743.0 20.51 7,407.0 19,( 
19.83 20,144.9 23.39 23,019.0 23.09 29,000.0 5 
23.86 3,465.4 22.37 4,198.0 23.9 4,265.0 22.4 
6.1 47,420.0 5.6 55,139.0 6.6 58,847.0 7.08 
14.30 10,994.7 14.19 12,208.0 14.15 14, 247.0 14.31 
21.71 2,907.1 23.85 3,100.0 21.9 3,381.0 21.00 
21.46 39,916.3 18.45 46,105.0 34.0 50,985.0 34.1 
16.86 10,705.6 17.49 10,952.0 19.64 11,788.0 18.7 
1.04 3,168.9 1.02 7.0 : eek . 
24.43 3,828.6 23.86 4,504.0 22.9 5,014.0 29.34 
19.87 3,612.9 20.37 4,199.0 20.75 4,542.0 21.41 
27.42 16,906.1 27.51 20,689.0 29.8 24,364.0 32.01 
39.30 20,630.2 39.20 23,389.0 41.56 25,813.05 
17.04 1,852.5 17.29 1,870.0 20.31 2,400.0 


%In 1939 the fiscal year was changed to end on June 30. Pre- 
viously the calendar year was the fiscal year. Therefore 1937-1939 
figures are for calendar years 1936-1938. For the six months Jan- 
uary 1 to June 30, 1939, the sales tax collections were $27.97 million. 

# Calendar years 1936-1940. 

5 Estimate. 


6 These figures taken from U. S. Census Special Study No. 10, 
differ slightly from those in the Annual Reports of the State Board 
of Administration, They are used because the Reports do not give 
total tax collections. The State Board of Administration figures 
are $51,502,573 for 1939; $60,438,636 for 1940, and $73,173,976 for 1941. 


came from general sales taxes alone. These percen- 
tages and total are shown in the accompanying table. 
(See Figure 1, page 156, March issue, also.) 

Available data for the last half of the calendar year 
1941 from those states on a fiscal year basis indicate 
even greater increases for the fiscal year 1942. For 
example, collections in Oklahoma for November, 1941, 
were 21.4 per cent greater than for November, 1940. 
For the sixth month in succession these collections ex- 
ceeded a million dollars. Thus the sales tax reflects the 
increased purchasing power released through govern- 
ment war spending. 

The rapid increase in the importance of the sales 
tax is shown in Figure 2 (page 158, March issue). 
Contrasting trends of percentages of state revenues 
from property taxes and sales taxes since 1915 are 
shown in Figure 3 (page 226 herein). 

It is obvious that the total amount of these collec- 
tions is somewhat related to population. They might 
be presumed to be related also to the income of the 
people but the correlation is not always close. Com- 
parisons are shown in Table 5. It is important, 
however, to keep in mind the remarks made above con- 
cerning the differences in the laws. The Illinois law, 
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it will be recalled, has the fewest exemptions. This 
is particularly significant in contrast to that of Ohio 
which exempts food, a provision that reduces the yield 
by at least 20 per cent. Another factor, less tangible, 
is strictness of enforcement, which varies from state to 
state.°° 


The highest per capita sales tax collections for 1940 
were in California, with West Virginia second, Wash- 
ington third, Illinois fourth and Michigan fifth. These 
states ranked as follows according to per capita in- 
California, first; West Virginia, thirteenth ; 
Washington, third; Illinois, second; and Michigan, 
fourth. The lowest per capita collections were in 
Alabama followed by Arkansas, Mississippi, Okla- 
homa and North Dakota in the order named. If 
ranked according to per capita income, these states 
were also among the lowest of the group: North Da- 
kota was fourteenth; Oklahoma, seventeenth; Missis- 
sippi, twenty-first ; Arkansas, twentieth ; and Alabama, 
nineteenth. 


come: 


Table 5 


Sales and Use Tax Collections 
as Related to Population and Income, 1940 





Sales Tax Income 

Sales Tax Collections Payments 

Collections per Capita per Capita’ 
State Population Total Amount Rank Amount Rank 
Alabama 2,832,961 $ 7,756,000 $2.74 22 $264 19 
Arizona 492,261 4,010,000 8.15 6 478 10 
Arkansas . 1,949,387 5,514,000 2.82 21 253 20 
California. . 6,907,387 97,983,000 14.18 1 819 1 
Colorado 1,123,296 8,810,000 7.85 8 551 7 
Illinois 7,897,241 90,818,200 11.59 4 691 2 
Indiana 3,427,796 23,538,000 686 13 551 7 
Iowa 2,538,268 16,858,000 665 15 471 11 
Kansas 1,801,028 10,080,000 5.56 17 418 12 
Michigan. 5,256,104 60,374,000 11.48 5 656 4 
Mississippi. 2,183,796 6,743,000 3.09 20 195 21 
Missouri 3,784,664 23,019,000 6.08 16 499 8 
New Mexico 531,818 4,198,000 7.89 7 356 =16 


N. Carolina 3,571,623 12,208,000 3.41 19 335 18 


N. Dakota. 641,935 3,100,500 4.83 18 385 14 
Ohio ..... 6,907,612 50,985,000 7.37 10 644 5 
Oklahoma... 2,336,434 10,951,700 4.68 14 354 17 
S. Dakota. 642,961 4,504,000 7.16 12 384 «15 
Utah ..... 550,330 4,199,000 7.63 9 487.9 


Washington 1,736,191 
W. Virginia 1,901,974 
Wyoming 250,742 


20,689,000 11.90 3 683 3 
23,389,000 12.29 2 401 13 
1,870,000 7.46 11 638 6 


*U. S. Department of Commerce, Survey of Current Business, 
August, 1941. 

lf the sales tax is viewed with reference to its im- 
portance in the fiscal structure of the state, Illinois 
ranks first with Arizona, Ohio, Michigan, Washing- 
ton and California following close behind. In fact, 
States receiving over 20 per cent of all state taxes in 
1940 from this one source were: Arkansas, California, 





In 1938 employees engaged in administration of sales taxes for 
fi € states numbered: California, 1075; Illinois, 605; Michigan, 469; 
Ohio, 378; Indiana, 275. Ford and Shepard, op. cit., p. 60. If data 


prea available it would be interesting to carry this correlation 
urther. 
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Colorado, Illinois, Indiana, Iowa, Kansas, Michigan, 
Mississippi, Missouri, North Dakota, New Mexico, 
South Dakota, Utah, Washington, West Virginia and 
Wyoming. The smallest percentage was 14.07, that 
of Alabama. 

The fiscal importance of the sales tax in New York 
City’s program of emergency revenues is shown in 
Table 6. 

Table 6 


New York City Emergency Revenue 
(In millions of dollars) 








July 1, July 1, 
Jan. 1 1939 1940 








to to to 
June June June 
Calendar Years 5 30, 30, 30, 
Item 1935 1936 1937 1938 1939 1940 1941 
NN fd: $28.36 $31.25 $48.28 $47.42 $27.97 $55.14 $55.85 
Business .. 6.51 6.92 8.56 10.08 10.55 12.28 13.11 
Utility ..:. 18.03 16.73 24.04 ... 4.47 8.94 i 
Conduit ... sak mae aa .25 21 42 48 
Personal 
property . Bi i <a 46 .78 as 192 1.01 
Cigarette... rant ees Saeko 4.85 3.52 5.54 .16 
Interest and 
penalties. ee Lee oe nee: .65 1.32 1.05 
WU 5 Sec din tere S ieetoa . spaces Shore eee: ae .87 
ye $83.02 $55.13 $71.34 $69.88 $48.12 $85.37 $83.04 


Totaltaxes $881.57 $797.76 $787.66 $832.20 $436.47 $834.09 $843.08 


Disposition of Proceeds 


Eight states *! that impose sales taxes require all 
of the proceeds to be deposited in the state general 
fund, and one (Colorado) so specifies for the service 
tax. Several others allocate a portion to the general 
fund. The amount specified for administration in 
various states has been mentioned above. All the 
sales tax revenue is allotted to relief, old-age pensions, 
and other social welfare purposes in three states °° 
and part of it in seven others.** By law, education 
receives all the revenue in three states and part in four 
others.** In practice, one other, Indiana, distributes 
most of the gross income tax to schools, although the 
law designates the general fund. In Michigan state 
aid to schools has been increased since the sales tax 
was enacted. Very few states distribute any of the 
proceeds to counties or other local units of govern- 
ment except for schools and welfare. Arizona, how- 
ever, specifies that 60 per cent shall be used for county 
bond and interest payment. Ohio allocates some for 
the “local government fund.” In the biennium 1939 
and 1940 this amounted to $12,000,000. A few states, 
but fewer than five years ago, specify that some of the 
proceeds are to compensate for reductions in property 
taxes.” 





51 California, Indiana, Michigan, Mississippi, Missouri, South Da- 
kota, West Virginia, (gross income), Wyoming. 

*2 Colorado, Oklahoma, Utah. This was also the case in Louisiana 
when that law was in effect. 

53 Alabama, Arizona, Arkansas, Illinois, Iowa, Kansas, North 
Dakota. 

54 All in New Mexico, North Carolina, West Virginia (retail sales); 
part in Alabama, Kansas, Washington; most of it in Arkansas. 

55 Alabama, Arkansas, North Dakota; formerly North Carolina, 
Illinois, West Virginia, South Dakota, 
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Fig. 3.* 


Proportion of Total State Tax Collections Derived from 
General and Selective Property Taxes, Sales Taxes and Un- 
employment Compensation, 1915-1941 
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*U. S. Bureau of the Census, State and Local Government Study 
No 16, Oct. 6, 1941. 





There seems to be a slight trend away from ear- 
marking the tax for special purposes. North Dakota, 
however, reversed this process; in 1940 the law was 
amended to allocate 5/12 of the proceeds to the public 
welfare fund and 7/12 to the equalization fund, instead 
of putting in all in the general fund. It has been 
suggested that this tendency not to specify the use 
may indicate that taxpayers “have lost their animosity 
to the sales tax, and it has, therefore, become a per- 
manent revenue-raising measure.” **® Allocation of 


revenue from sales tax is shown for each state in 
Table 8. 


Sales Tax Burden 


In April and June, 1939, Dun and Bradstreet pub- 
lished a study of the taxes paid by business. For 
1938, state and local excise taxes represent a small 
percentage of sales volume of manufacturers and only 
a slightly higher percentage of that of retailers. For 


the country as a whole these state and local excise 
tax payments were approximately 3 per cent of the 


total taxes paid by manufacturers and about 33% per 
cent of the amount paid by wholesalers and retailers. As 
stated above, less than one-half of the states impose such 
taxes; therefore, if sales tax states only were consid- 
ered the percentage would be much higher. 

The ratio of tax payments to sales among the indus- 
trial manufacturers ranged between three cents and 
fourteen cents per $100 of volume. Among the re- 
tailers the ratio was between 54 cents and $1.30 per 
$100, for wholesalers it was 49 cents per $100.*" 

The Department of Treasury of Indiana, in coopera- 
tion with the University, made a study of the effect of 
the gross income and chain store tax on business in 
the state in 1938, the first complete year under exist- 
ing rates. 

It was pointed out in the first place that the exemp- 
tions of $3,000 for retailers and $1,000 for others elim- 
inated about $225,000,000 of receipts. An additional 
$25,000,000 of sales were eliminated because of the 





% American Retail Federation, State Sales Tax Laws, 1940, p. 21. 
5 Dun’s Review, April, 1939, p. 13. 
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gasoline sales that were subject to a special tax, 
Other deductible sales included those made to the Fed- 
eral Government, cash discounts allowed, and sales 
in interstate commerce. Therefore an estimated 


$250,000,000 was exempt, almost % of the Indiana total, 
A study of certain retail grocery stores made by the 


University of Indiana showed that, for independent 
stores, the percentages of taxes to sales for the indus- 
trial group of counties were 1.19 for independents and 
1.44 for the chains; for the semi-rural, 1.08 and 1.44: 
for the rural, 1.19 and 1.41. The average for the en- 
tire state was 1.16% for the independents and 1.48 
for the chains.*® 

The ratio of taxes to gross income for various busi- 
ness groups in 1936 is shown in Table 7. It will be 
noted that the smallest percentage was paid by whole- 
salers, .25% for the gross income tax, .42% for other 
state and local taxes, licenses and fees. Automobile 
dealers paid only slightly more, .66% for gross income 
tax, .03% for other taxes. Manufacturers paid .83% 
of which .23% was gross income taxes, .60% other 
state and local taxes; meat markets, .84% for gross 
income tax, .13% for other state and local taxes. The 
general merchandise business paid .75% for gross in- 
come tax and .61% for other state and local taxes. 
The highest percentage was paid by real estate agents, 
a total of 9.50% of which .95% was the gross income 
tax, 8.63% other state and local taxes. 

Relation of tax burden to loss in 1936 was also 
analyzed. Results indicated that of those businesses 
that lost money the percentage of deficit to gross 
income was greater than the percentage of all taxes— 
federal, state, and local—to gross income. 

It is doubtless true that sales and other taxes cause 
business failures in the case of those on or too near the 
margin and they may lessen (though sometimes in- 
crease) the profits of those who survive them, but 
with respect to all these data relating to tax burdens 
upon various businesses it should be kept in mind that 
the real economic burdens of such taxes are commonly 
distributed much differently from what a naive person 
might think from talking with business men or reading 
business reports. For example, the tobacco and liquor 
taxes paid by North Carolina and Kentucky manufac- 
turers are said to be great burdens upon these manu- 
facturers and also upon these states. Ina sense they 
are, but everybody knows that the original taxpayers 
in these cases pass on the greater part of such taxes to 
the consumers in other states. 


Summary Comment 


Sales taxes appear to be successful as revenue pro- 
ducers in most of the twenty-two states using them. 
They have been very important in maintaining reliet, 





588 Report of the Indiana Tax Study Commission, 1939, p. 161. 
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Table 7? 


Taxation of Business and Trade in Indiana, 1936 


(In percentages of gross income) 


—— 





Business Gross Income Other State and 

and Trade Tax Local Taxes Total 
WHOlESAIETS: 2. on co.. senses 25 42 .67 

Automobile Dealers ......... .66 .03 .69 

Baking and Confectionery.... .45 .29 74 

Manufacturing .............. aa .60 83 

Electrical Appliances........ .88 01 89 

RAMP eos he cd cc Wrcaniserfieaiet a3 22 95 

Meat Markets .............. 84 13 .97 

GrocetIeS: 6. ss ew esc. .. 88 at 145 

Printing, Publishing ........ 41 Pr 1.16 

Construction ............... BY js 48 1.23 

lee catia PUG. .....<. ses e0ec. 79 44 1.23 

Combined Retail ...... .... 86 40 1.26 

a rr 82 48 1.30 

Variety ede tee Mae eS ay, 53 1.34 
General Merchandise ........ BY fo 61 1.36 

TS SS a ee ey ee 82 .63 1.45 

Hardware ...............6%. 84 64 1.48 

Men’s Furnishings .......... 88 64 1.52 
reer jel .66 1.52 
ReStauEants. .. oes os ces oec en 88 .83 1.71 

1S SRC rene tar on mene 88 84 1.72 
Motor Transportation ....... 87 1.07 1.94 
Ladies’ Ready-to-Wear...... .86 je Ba 1.97 
a een: 1.20 2.08 
Business Service ............ .96 1.43 2.39 
Liquor., Retail ............:. @8 1.60 2.48 
Furniture ......... ete 93 1.97 2.90 
Amusements ............ . 2.07 3.00 
Beer, Wholesale ....... te oS 2.99 3.24 
ere 2.45 3.33 
WUD ais. fe wc Se ed. 6 iccoersacepans 93 3.03 3.96 
Agriculture ..........5.4- os ee 5.21 5.43 
Real Estate Agents ......... .95 8.63 9.58 





1Indiana, Department of Treasury, Gross Income Tax Digest. 
January, February, 1939. 


education and other public services. This method of 
securing revenue seems to have some disadvantages, 
however. It is perhaps significant that no state has 
adopted a general retail or other general sales tax 
since 1937, despite many attempts in several states, 
and that nine states have tried this form of tax and 
abandoned it. One reason for its unpopularity is 
doubtless the objection of the business world. A sec- 
ond reason is the difficulty of administration. Most 
important is the fact that this kind of tax is most bur- 
densome relatively on those in the lower income 
brackets. 


The problems such a tax makes for the merchant are 
obvious. As stated above, very few states provide for 
any compensation to them for acting as collection 
agents. Little consideration has been given to the 
more complicated problems of the producer further 
removed from the consumer, for example, the manu- 
facturer selling in several states. As stated by an 
accountant for one such firm: 


“The collection of sales taxes by a manufacturing corpora- 
tion operating in various states is neither simple nor free from 
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expense The time consumed in sales analysis not to 
mention the work of the legal and tax departments is con- 
siderable. . . .”™ 

Administrative difficulties inherent in the sales tax 
have been noted above. Evasion becomes prevalent 
if auditing and other checking is not general, persistent 
and efficient. Such administration requires general 
public support and is neither simple nor cheap to carry 
out effectively. 

The economic and social effects of sales taxes have 
been discussed elsewhere by the present authors at 
greater length than is appropriate here.®° More recent 
and extensive studies by others are also available. 
They have been summarized by Professor Martin as 
follows: 

“Although many writers have assumed that general sales 
taxes are shifted in their entirety to consumers, other students 
have seriously questioned this assumption. The several care- 
ful studies which have been made show (1) that shifting is 
incomplete, at least in the immediate months following enact- 
ment; (2) that the proportion shifted varies with legal provi- 
sions and with administrative methods employed and depends 
heavily on the extent to which the particular sellers are sub- 
ject to competition from outside the state; and (3) that, as 
might readily be assumed on the basis of theoretical con- 
siderations, heavier rates facilitate more complete shifting 
than do lower ones. In general, the conclusion that the retail 
sales tax is in the long run well-nigh completely shifted 
seems to be defensible except as disturbances are introduced 
by outside competition or by other exceptional factors. It 
might be well to note in this connection that the experience 
of Washington, Indiana, Mississippi, New Mexico, and West 
Virginia seems to indicate that general retail sales taxes are 
more completely shifted, as well as more adequately ad- 
ministered, when levied in conjunction with taxation of 
services and a more general system of sales taxation involv- 


ing, in addition to retail sales, sales of wholesalers and 
manufacturers.” @ 


Possibility of shifting the sales tax to the consumer 
is restricted by various considerations. Stores near 
the border of non-sales tax states must meet compe- 
tition from across the line. Prices of certain goods 
that have become established are not readily changed. 
Attempts to increase prices result in reduced sales. 
Various combinations of competition and monopoly 
among dealers have their effects. 

Considering the incidence of sales taxes upon the 
poor, there is some question about using them for re- 
lief purposes during depression. Now, however, we 
are in a war with full employment in prospect. Na- 
tional income and excess profits taxes already have 
been raised to very high rates and the Treasury urges 
that they be raised again. Still there is need for all 





°° R. S. Jessup ‘‘State Sales Tax Problems.’’ Tazes, April, 1941. 

® Nelson and Blakey, Sales Taxes, League of Minnesota Munici- 
palities (1935). 

61 For example, see Gerhard Colm and Helen Tarasov, Who Pays 
the Taxes? TNEC Monograph No. 3; John F. Due, The Theory of 
Incidence of Sales Taxes (Ph.D. thesis, University of California; 
probably will be published soon); M. S. Kendrick, ‘‘Incidence and 
Effects of Taxation’’ American Economic Review, 27:725; Fagan and 
Jastram, ‘‘Tax Shifting in the Short Run,”’ Quar. Jour. Econ., 
53 :562. 

6&2 James W. Martin, ‘‘Distribution of the Consumption Tax 
Load,’’ Duke University, Law and Contemporary Problems, Sum- 
mer, 1941, p. 446. 
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possible revenue and inflation is threatened. In such 
a crisis sales taxes may be more appropriate than dur- 
ing a depression, though certain selected sales taxes 
or excises upon materials needed for defense have cer- 
tain advantages over general sales taxes. Moreover, 
the removal of heavy sales taxes in the post-war period 
might give a much needed stimulus to employment, 
though such a fillip may be needed a few years later 
more than immediately after hostilities cease. 

While most fiscal policies relative to war and post- 
War situations are more within the federal than within 
the state realm, nevertheless, it is quite important that 
the policies of all governmental jurisdictions be co6rdi- 
nated. This is even more obvious when we consider 
the dilemma in which federal policies are certain to 
put the states. The unprecedented federal war ex- 
penditures and taxes will leave less of national (and 
individual) income for the state and local units to 
maintain their services, as well as reduce drastically 
amounts which their citizens can spend for private 
purposes. Hence the states and their citizens will be 
under tremendous pressure to increase sales, income 
and property rates upon their reduced bases to keep 
total revenues from falling seriously. At the same 
time the states and local units of government will be 
under great pressure to reduce services and tax rates 
also, in order to give some relief to taxpayers because 
of the extraordinary federal burdens they have to bear. 
It does not seem likely that the sales tax situation will 
be eased soon in most states, particularly if, as is 
rumored, the Federal Government increases substan- 
tially its selective sales taxes or even goes so far as 
to adopt a general sales tax for defense purposes. 


Table 8 


State Sales Taxes—Principal Provisions 


(See Key to Exemptions at End of Table) 
Alabama 

Basis of Tax—Gross receipts of retail sales and amusement 
admissions. 

Rates—2% (%% on autos). 

Chief Exemptions—1-2-3-4-5-7-9-12-14. 

Disposition of Proceeds—Replacement of 6% mills of state 
property levies; 1%4, but not over $1,050,000, to counties for 
health and welfare; remainder to Alabama Special Educa- 
tional Trust Fund. 

Arizona 

Basis of Tax—Gross proceeds of business. 

Rates—2% retail sales; ™%4% manufacturing; 2% amuse- 
ments; 1% extractive industries, communications, utilities. 

Chief Exemptions—2-5. 

Disposition of Proceeds—15%, State Board of Social 
Security and Welfare; 40% of remainder to general fund and 
60% to counties for debt service. 

A rkansas 

Basis of Tax—Gross receipts of retail sales, admissions, 
utility services, communications, natural or artificial gas. 

Rate—2%. 

Chief Exemptions—2-3-5-6-11-12, cotton and cottonseed. 
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Disposition of Proceeds—7% textbook fund; 8% to offset 
homestead exemption; 10% charitable institution fund; 25% 
welfare fund; 50% common school fund. 


California 


Basis of Tax—Gross receipts of retailers and restaurants. 

Rate—2%. 

Chief Exemptions—2-5-8-9 and gold and silver bullion, con- 
centrates or precipitates by producer; vessels over 1,000 tons. 
sold by builders; aircraft sold to U. S. 

Disposition of Proceeds—General fund. 


Colorado 


Basis of Tax—Gross receipts from retail sales, communica- 
tions service, personal services rendered and sale of electricity 
or gas for domestic or commercial use. 

Rate—2%. 

Chief Exemptions—1-2-3-9 (for mining, irrigation, building) 
-11-13 (commodities subject to Colorado tax or U. S. tax 
of more than 12!4% of sales price). 

Disposition of Proceeds—Public welfare fund; service tax 
to general fund. 


Illinois 


Basis of Tax—98% of gross receipts from sale of tangible 
property, transmitting telephone or telegraph messages, and 
supplying gas and electricity not for resale. 

Rate—2%. 

Exemptions—None except sales for resale and casual sales. 

Disposition of Proceeds—Occupational tax fund. 


Indiana 


Basis of Tax—Entire gross income from Indiana sources. 
Rate—Y% retail; 4% wholesale; 44% display advertising; 
14% sub-contracts; 1% all other. 

Exemptions—Labor unions, hospitals, religious and educa- 
tional institutions; $3,000, annual, retailers; $1,000, annual, all 
others. 


Disposition of Proceeds—General fund. 
Towa 


3asis of Tax—Gross receipts from retail sales of tangible 
property, admissions to places of amusements and athletic 
events, distribution of gas, electricity, water, communication 
service. 

Rate—2%. 

Chief Exemptions—2-4-5-6-11-12, county fairs. 

Disposition of Proceeds—$5™% million annually for old-age 
assistance; $2 million annually for relief; balance to homestead 
credit fund and distributed to counties. 


Kansas 


Basis of Tax—Gross receipts from sale of tangible personal 
property; furnishing telephone or telegraph service, water, 
gas, electricity, heat; admissions. 

Rate—2%. 

Chief Exemptions—1-2-3-4-9-11-15, county fairs. 

Disposition of Proceeds—Welfare, as appropriated; then to 
counties to offset property tax levy reduction. 


Michigan 


Basis of Tax—Gross proceeds of retail sales, sale of clec- 
tricity and gas for use, not for resale. 

Rate—3%. 

Chief Exemptions—1-4-11-14-15; food and textbooks to 
students; $50 a month may be deducted from gross procceds. 

Disposition of Proceeds—General fund. 
Mississippi 

Basis of Tax—Gross income from sales of retailers, whole- 
salers, manufacturers, jobbers, producers, hotels, amusements. 

Rates—2% retail; 4% wholesale; 2% telephone, telegraph, 
railroad, bus, truck companies; 1% utilities for industrial pur- 
poses; 2% water, electricity, gas for commercial use. 

Chief Exemptions—1-5-11, timber (otherwise taxed), cotton 
and cottonseed. 
Disposition of Proceeds—State treasury. 
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Missourt 

Basis of Tax—Gross income from retail sales of tangible 
property; admissions; water, gas, electricity; transmission of 
telegraph and telephone messages; transportation by train, 
sleeping or dining car, bus or truck; food, lodging or drinks. 

Rate—2%. 

Chief Exemptions—1-2-5-11-15. 

Disposition of Proceeds—General revenue fund. 

New Mexico 

Basis of Tax—Gross receipts from business. 

Rates—2% retailing; 4% wholesaling; 4% manufacturing; 
2% utilities; 2% amusements; 1% auto dealers; 2% con- 
tractors. 

Chief Exemptions—1-2-5-14, sales to Indians. 

Disposition of Proceeds—10% administration; 90% social 
security fund. 

North Carolina 

Basis of Tax—Gross receipts from retailing and whole- 
saling. 

Rates—3% retailing, but $15 maximum on any one article; 
1/20% wholesaling. 

Chief Exemptions—1-2-4-5-8 (specified kinds)-15, horses 
and mules, lumber, gravel. 

Disposition of Proceeds—General fund. 


North Dakota 

Basis of Tax—Gross receipts from all sales of tangible per- 
sonal property, utility services, and amusements. 

Rate—2%. 

Chief Exemptions—2-3 (including beer)-11-12-14. 

Disposition of Proceeds—7/12 to state equalization fund, 
5/12 to public welfare fund. 

Ohio 

Basis of Tax—Retail sale, rental or lease of personal prop- 
erty. 

Rate—3%. 

Chief Exemptions—1-2-3-4-7-8-9-11-12-15. 

Disposition of Proceeds—$12,000,000 in 1940 for “local gov- 
ernment fund;” balance to state general revenue fund. 
Oklahoma 

Basis of Tax—Gross receipts of sale of tangible personal 
property and certain services, including hotels, transportation, 
telephone, restaurants; advertising not on billboards or in 
newspapers, parking lots. 

Rate—2%. 

Chief Exemptions—1-2-5-10-11-12 (fare less than $.15 in 
municipalities). ; 

Disposition of Proceeds—3% administration; 97% state 
assistance fund for social security. 


South Dakota 


Basis of Tax—Gross receipts of retail sales, furnishing gas, 
water, communication service, electricity, and amusements. 

Rate—2%. 

Chief Exemptions—1-2-3-4-6-10-11-12-13, and processed ag- 
ricultural products traded for unprocessed agricultural prod- 
ucts of the same kind. 

Disposition of Proceeds—General fund. 

Utah 

Basis of Tax—Excise tax on retail sales, lease or rent of 
tangible personal property, amount paid for transportation, 
telephone and telegraph, gas, electricity for domestic or com- 
mercial use, and amusements. 

Rate—2%. 

Exemptions—1-2-4-5-6 (including schools)-11. 

Disposition of Proceeds—State emergency relief fund. 
Washington 

Basis of Business and Occupation Tax—Gross proceeds of 
business. 

Rates—4% retail, wholesale; 3% utilities except 2% gas; 
3% railroad; %4% professions; 144% manufacturing. 


STATE SALES AND USE TAXES 





229 


Chief Exemptions—4-5-11 and banks, building and loan in- 
surance companies. Tax not imposed if gross sales less than 
$600 in bi-monthly period. 

Disposition of Proceeds—61.22% state general fund; 35.63% 
current school fund; 3.15% to state university, agricultural 
college, and three normal schools. 

Basis of Retail Sales Tax—Excise tax on each retail sale. 

Rate—3%. 

Chief Exemptions—1-2-4. 

Disposition of Proceeds—Same as above. 


West Virginia 

Basis of Gross Income Tax—Gross receipts of enga‘ing in 
business. 

Rates—1.3% coal producers; 3.9% oil producers; 1.95% 
timber producers; .39% manufacturers; 2% contractors; 4% 
water companies; .095% wholesalers and jobbers. 

Exemptions—5-11, insurance companies, banks, building 
and loan associations; $25 in tax per year. 

Disposition of Proceeds—State. 

Basis of Consumers’ Tax—Gross receipts of retail sales. 

Rate—2%. 

Chief Exemptions—1-2-9-10; professional services. 

Disposition of Proceeds—State, for schools. 

Wyoming 

Basis of Tax—Excise tax on sale of tangible personal prop- 
erty, admissions, meals, telephone, telegraph, public utilities, 
gas, electricity, heat. 

Rate—2%. 

Chief Exemptions—1-2-3-4-5-11 (including property subject 
to federal tax of more than 20%). 

Disposition of Proceeds—General fund. 


Key to Chief Exemptions, Table 8 


1—Sales to the state and its subdivisions. 

2—Oil and gasoline (otherwise taxed). 

3—Alcoholic beverages (otherwise taxed). 

4—Fertilizer, seed, feed. 

5—Livestock, poultry, farm products sold by farmer. 

6—Food for relief, or for hospitals. 

7—Newspapers. 

8—Food. 

9—Gas, electricity, and water (by pipes, lines, or mains). 

10—Motor vehicles subject to special registration fee. 

11—Religious, charitable, and eleemosynary corporations. 

12—Transportation service. 

13—Sales, except gasoline and alcoholic beverages, other- 
wise taxed. 

14—School textbooks. 

15—Material used in industrial processing. 

All states, either by law or regulation, exempt sales they 
are forbidden to tax by state or federal constitutions or laws; 
casual sales; and sales for the purposes of resale. 


* KK XK 


The Federal Government collected $13,091 ,959.02 in 
stamp taxes on capital stock sales or transfers for the 
calendar year 1941 as compared with $12,942,812.75 
for 1940. 

x * x 

Silver bullion transfers brought $38,406.90 in taxes 
to the Federal Government in 1941, which was far 
below collections of $113,023.31 from the same service 
in 1940. 

es 

Playing cards brought the Federal Government 
$6,086,512.43 in stamp taxes for the calendar year 
1941, as compared to $4,465,828.23 for the calendar 
year 1940. 























































































































































































































































































































































































































































































































Cases 


If anybody wants to know whether the cosmetics 
business is profitable, consider the Shapiro case decided 
by CCA-6 on February 5 (42-1 ustc J 9260). We quote: 
“In January, 1926, each partner contributed $2,000. 
On April 24, 1934, respondent sold his half interest for 
$177,000.” 

Well, the Roche’s Beach case (38-1 ustc { 9302) is 
back in print again. GCM 23063 (423 CCH 6197, 
also page 256 herein) withdraws Bureau approval of 
it. See also our July, 1937, issue, page 413, and April, 
1938, page 215. 

This business of mental charge-offs of bad debts 
gets our goat, We wish we could pay debts the way 
Ligon (BTA memo of February 2) wrote off a bad 
item (423 CCH § 7405-H). 

“All information gained by Internal Revenue Agents 
in their official capacity is not privileged.” This is the 
gist of a decision on February 4, by the Massachusetts 
District Court, in the case of B. Brewer (42-1 ustc 
| 9280). Better read it all. > 


That grand old Connecticut institution, the Hart- 
ford Courant, won a case in the Connecticut District 
Court on February 5 (42-1 ustc § 9298). Another 
newspaper case is that of National Weeklies, Inc., de- 
cided by the District Court of Minnesota on February 
28 (42-1 ustc J 9304). 

If any buildings in New York house more public 
accountants and lawyers than those known as 11 West 
42nd St., and 500 Fifth Avenue, we don’t know of 
them. Read the case of their owner, Salmon, decided 
by CCA-2 on February 28 (42-1 ustc § 9311). 
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Our classmate Dick Wilmer, (or if it isn’t he, an- 
other of the same name), was “of counsel” in the Blen- 
heim Co., Ltd., case decided by CCA-4 on February 25 
(42-1 ustc J 9310). 

* 2s 

You can’t turn on the radio these days or nights 
without hearing a ditty entitled Deep in the Heart of 
Texas. But did you hear the glib comedian who 
changed it to “taxes”, and worked in just about every 
tax youcanthinkof? Darnclever! Any country tiiat 
can jest at present taxes can win any war. 
Defense Bonds with a SMILE. 


Now buy 


Depreciation Benefits 


On page 35 of our January issue we noted the Pitts- 
burgh Brewing Company case (39-2 ustc § 9759), con- 
cluding: “We never object to a taxpayer winning a 
case, but we are not sure this is finally won.” Since, 
for some reason unknown to us, the case never reached 
the Supreme Court, we still advise caution in following 
it. This despite two recent decisions ably discussed 
by Godfrey Nelson in the New York Times of February 
15. They are the cases of Don Lee, Inc., Northern Dis- 
trict of California on February 3 (42-1 ustc § 9261), and 
Kennedy Laundry, 46 BTA —, No. 9, on January 14 
(423 CCH J 7239). Messrs. Flagge and Machus, with 
whom we had such an interesting oral discussion of 
the matter before these decisions were published, will 
derive much comfort from them. 

If the point won by the taxpayers is sustained, many 
corollaries will arise, leading to confusion which the gov- 
ernment just cannot afford. The decisions seem to 
say that if a deduction gives the taxpayer no benefit in 
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the taxable year, he may revise his depreciation base 
and obtain it later. The confusion already existing in 
the realm of bad debts has been learnedly discussed by 
Ralph A. Hart beginning on page 75 of our February 
issue. 

If the doctrine is upheld, what is to prevent it from 
being extended to purchases, labor, or any expense? 
No return will ever be closed, public accountants will 
forever be obliged to qualify certificates in respect to 
tax liabilities, and some basic concepts of accountancy 
must be revised. See further at page 256 of the March, 
1942, Journal of Accountancy. 


Ethics 


Pardon us if you have heard this little story. We 
first heard it over thirty years ago, and innumerable 
times since in various accents. 
in the audience laughs. A man was asked by his son 
to define “ethics”. He replied: “I can’t define it, but 
I can give you anexample. If aman comes into my 
store, and buys a suit for thirty dollars, gives me two 
twenties and walks out before I give him the change 
” “T see”, says the son, “you should run after 

“No”, replies the man, “but if I tell my partner 
about the ten dollars, that’s ethics.” 


Every time someone 


him.” 


All of which leads up to lack of ethical conceptions 
which many people have. Some weeks ago, a woman, 
who is a partner with her husband in a thriving busi- 
ness, was complaining to Mrs. Shoptalker about the 
dificulties she had with their tax returns. And the 
Mrs. let her generosity get the better of her training 
and promptly offered the Shoptalker’s gratuitous 
assistance, explaining that, being in the Navy, we 
could not take a fee. Now for an individual 1040A 
that might have been O.K. But when the Shoptalker 
got into the matter he found that though this partner- 
ship conducted a prosperous business, it had never 
employed an independent, outside auditor. The woman, 
a bookkeeper before her marriage, did a good job, and 
got what aid she could from deputy collectors, who, 
naturally and properly, resolved all questions in favor 
of their boss, Uncle Sam. Naturally, the taxpayers 
felt they had paid too much tax at times. 

\Visconsin is one of those progressive states with 
restrictive laws concerning the practice of accountancy. 
So first we stated that we had no Wisconsin certificate. 
That was countered with the shrewd remark that if 
we confined our work to federal tax returns, and were 
duly admitted to practice by the Treasury Department 
and the Board of Tax Appeals, the state could say 
nothing. That sounds logical, though we are not 
positive. (Some reader care to give us a documented 
opinion?) So we were thereupon compelled to be 
blunt and inform the taxpayer that it would be down- 
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right unethical for us to assist her, with plenty of 
Certified Public Accountants in the town, not to speak 
of lawyers; and that if she did not want to pay a 
reasonable fee for tax advice, she should not squawk 
about paying too much tax. “That,” said the Mrs. 
afterwards, “is no way to make clients”. “That,” we 
replied, “is not the kind of client we want.” 


Prophet of Profits(?) 


A newcomer to our columns is the fiscal officer of a 
midwestern corporation now chiefly engaged in de- 
fense production. Housecleaning his files to get 
needed room, he sent us several pamphlets which he 
thought wouldinterest us. Hewascorrect. The best 
of the lot was entitled “The Coming American Boom” 
by L. L. B. Angas. We recall that it made a mild 
sensation, when published, in 1934, and also quite a lot 
of money for its publishers. We skimmed it over in 
our best review manner, searching for some predic- 
tion of the war which now engulfs us. We found none. 
But on page 29, we struck this: “Excess profit duties 
(that’s British for taxes) will probably be levied after 
the boom has begun ? 


So far, he’s a good prophet. But now get the next 
phrase, “ so as rapidly to balance the budget 
and retire government debt.” 


Of all the wishful thinking! 
* * 

It is our usual custom to ignore undated newspaper 
clippings, but one sent us by Pete Evans is too good to 
be strict about. It comes from the Elizabeth, N. J. 
Daily Journal and reports a sermon by S. M. Robinson 
of the Presbyterian Church. His topic was “Your In- 
come Tax” (J. K. Lasser, please note), and his text 
Luke, 2:3. We quote: 


“The original law was the result of President Wilson’s 
experience and conviction as an active Christian, born in a 
minister’s home, and himself a Presbyterian elder. In fact 
Mr. Wilson was raised on the principles of tithing. 


“This Scriptural teaching is based on the truth that God 
is the owner of all things, and that man is a trustee, under 
God. President Wilson believed that when a citizen was 
faithful to his super-national obligations, in using his means 
for the honor of God and the blessing of men, this fact should 
be taken into account when levying a tax upon him. 


“In short: As a man will tax himself from conscience for 
God and society, in so far society will exempt him from tax- 
ation. 


“One churchman declared that this year he proposed to 
pay as much to the church as he paid to the Government. 
The claims of Government taught him the meaning of sac- 
rifice. 


“If we render to Caesar what is due, then we must never 
ignore God, who is greater than Caesar. Paying, when blessed 
by God, becomes giving. Christ paid man’s debt. Christ 
gave Himself for man.‘ Men pay money for their country, 
they give their lives. Citizens pay a tax. They give time, 
health, strength, devotion, ability. The best contributions are 
not exactions, but donations.” 
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The Shoptalkers 


“What's the trouble, Kid?” said Oldtimer. “For 
not more than the second time since I’ve known you, 
you look glum.” 

“Tt’s a sad story,” replied the Kid, as he seated him- 
self at Oldtimer’s right. 
order and I'll tell you.” 


“Just wait till I’ve given my 
So after the waiter had gone 
out for “broccoli and poached eggs au gratin” the Kid 
resumed. ‘You see, I’m not really a kid any more, 
but I wanted to get into the service, to do the same 
kind of work the Shoptalker has been doing. So | 
made proper contacts in New York and Washington, 
and was assured there would be a commission for me. 
But two Navy doctors found a trifling heart murmer 
and so I was rejected, despite the fact that waivers 
for minor physical ailments may be had.” 


“That is tough,” said Oldtimer. “Seems to me Sin- 
bad always boasted of getting a continuous waiver on 
his thinness.” 

“Yes,” said the Kid. “But although my family 
physician certified to my medical history, which like 
the ‘annals of the poor’, is brief, and it’s only a couple 
of months since I took out more life insurance without 
question, I was turned down. It isn’t as if I were 
going to sea; I was to do shore duty not a bit more 
strenuous than my regular professional work, even 


though I would have worn a lieutenant’s uniform.” 

“TI know,” said Oldtimer. “My Youngster is at sea; 
no one but the Chief of Operations knows where, and 
[ take proper paternal pride in his ability to be there. 
All you can do now is find another niche for your 
talents.” 

“Did you try the Army?” queried Philo. 

“No use,” said the Kid. 
like life insurance. 


“T inquired, but it’s just 
If one company rejects you, it 
goes to a record in their information clearing house, 
and no other company will accept you.” 

“Sounds logical,” said Philo. 
Service? 


“But how about Civil 
Seems to me I’ve seen a lot about vacancies 
there.” 

“Doubtless,” said the Kid. 
like the idea. 


“But somehow I don’t 
If I can’t be in uniform, I’m not inter- 
I’m over thirty-five so I’m unlikely to be drafted. 
In the meanwhile, I can work harder; try to make up 
for the younger men of my firm who are in service, 
and try to concentrate on the clients having defense 
contracts.” 


ested. 


“Unusually philosophic for you,” said Philo. “You're 
growing up.” 


“This war certainly ages us,” said Oldtimer. “We 
are up against far graver dangers than in 718. Just as 
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long as everyone not only wants to help, but does help 
in every possible way, we will win. If you can keep 
your clients’ accounts straight, and so expedite the 
cost accounting and internal revenue audits, you will, 
even though indirectly, be contributing to the national 
defense effort. The government will require fewer 
auditors.” 


ocr 


True,” said Philo. “And if you further buy more 
and more Defense Bonds, you will help to pay their 
salaries.” 

“There’s more than one way to slap the Jap, and make 
old Hitler take the rap,” said the Kid, laughing. 

“That’s the ticket,” exclaimed Oldtimer. “That's 
more like our Kid. Just keep smiling and help others 
do the same. ‘The guy with the grin, when the going 
gets thin, is the guy with the worth-while smile’. Not 
accurately quoted, perhaps, but you get the idea.” 

“We've got it,” said Philo. “As applied to the Red 
Cross, don’t forget that ‘the Lord loveth a cheerful 
giver.” 

“Amen,” said Oldtimer. 


* * x 


One of the most interesting personalities in Mani- 
towoc is R. T. Bayne, editor of the daily paper. For- 
merly a minister of the gospel, he carries into his news- 
paper work the same insistence on truth and justice 
that one would expect from a clergyman. His editorial 
“parables” should enjoy far wider circulation than 
they have. But his keen sense of somewhat satiric 
humor finds its best expression in snappy paragraphs 
such as the following on February 11. 

“Canterbury, Conn. has accumulated a large cash surplus 


in the city treasury and has suspended taxes for a year. 
Sounds downright un-American, doesn’t it?” 


Is there another minister in the house? 
* ok Ox 


Mrs. Shoptalker’s Christian name is Helen. Ona 
recent afternoon at the Red Cross Sewing Circle she 
heard the following: 


Mrs. X: Last night George was working on our tax 
return. 


Mrs. Y: Isn’t that terribly hard? 
cussed terribly while he was doing ours. 


My husband 


Mrs. X: But George has one of those little books 
that tell you all about how to do it. That makes it 
much easier. 


Mrs. Z: But Helen has a walking tax book. She 
brought him over to our house last night and he took 
one look at our return and found a mistake that saved 
us two bucks. 
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Kentucky 


*% Alcoholic Beverages—HB 156 ex- 
empts alcohol or distilled spirits manu- 
factured in or imported into the state, 
upon order of the War Production Board 
or other agency created under the Na- 
tional Defense Act, or for industrial pur- 
poses under circumstances allowing 
exemption from federal internal revenue 
taxes, from manufacturing and import 
taxes. 


Business Licenses.—HB 376 imposes 
an annual $10 license on each coin-oper- 
ated mechanical musical device. To 
Rules Committee. 


HB 380 prohibits drug stores from 
selling commodities other than drugs 
and medical supplies except at a location 
which is 5 miles from a dealer in general 
merchandise, in which event a special 
license fee of $3 for each article other 
than drugs is required—the maximum 
license not to exceed $3000. To Rules 
Committee. 


Gasoline—HB 330 provides for the 
refund of gasoline tax upon fuel designed 
for and used in aircraft, when used in 
interstate commerce for the transporta- 
tion of persons and property. Bond of 
$1000 must be posted and application for 
refunds made on or before the fifteenth 
of each month for prior month’s pur- 
chases. To Rules Committee. 


Income.—SB 199 reduces the rate of 
tax to 1% up to $3000; to 14% up to 
$4000; to 2% up to $5000 and to 2“~% 
on the excess over $5000. To Rules Com- 
mittee. 


Michigan 


% Property.—Act 7 exempts from per- 
sonal property taxation all unregistered 
motor vehicles in dealers’ hands as of 
March 1, 1942, where the sale or use 


thereof is restricted by federal regula- 
The exemption is to continue for 
the duration of the restriction, 


tion. 


Calendar of 1942 Sessions 


State 
California 


Convened Adjourned 


Jan. 18 
Kentucky : 3 
Kentucky 
(1st Sp.) . Mar. 
Maine (1st Sp.). Jan. 
Massachusetts 


Michigan 
Jan. 


Michigan 
(2d Sp.) Feb. 


Mississippi Jan. 
New Jersey .... Jan. 
New York Jan. 
Pennsylvania 

(1st Sp.) Feb. 
Rhode Island .. Jan. 
South Carolina. Jan. 
Virginia 





Mississippi 

Business Licenses.—HB 467 levies a 
tax on all nonresident persons, firms or 
corporations who are awarded contracts, 
on the basis of competitive bids, to fur- 
nish certain equipment or supplies used 
in connection with preparing, preserving 
or serving food in state institutions in 
Mississippi (chinaware, stoves, electrical 
equipment, etc.). The tax would be 5% 
of the gross amount of the contract, 
payable within 30 days from the last 
shipment on the contract. To Ways and 
Means Committee. 


Chain Stores—HB 655 increases the 
graduated chain store tax from $100 to 
$150 per store in chains of 50 to 100, 
from $200 to $300 per store in chains of 
100 to 250, from $300 to $450 per store in 
chains of 250 to 350, from $300 to $600 
and from $300 to $750 per store in chains 
of 350 to 450 and over 450 respectively. 
It also eliminates the reduced rates on 
stores in small cities and towns. To 
Ways and Means Committee. 
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%Income——SB 218 exempts from 
gross income “income from dividends 
that has already borne a tax as dividend 
income under the provisions of this act, 
when such dividends may be specifically 
identified in the possession of the re- 
cipient.” Effective as to income for 1942 
and following years. 


Property.—SB 349 provides that land 
shall be assessed every year, instead of 
every two years. To Finance Commitee. 


HB 590 repeals and reénacts the real 
and personal property tax laws, to pro- 
vide a more equal and uniform assess- 
ment. To Ways and Means Committee. 


Sales —HB 654 amends the Sales Tax 
Token Law (Ch. 155, Laws 1936) so as 
to allow retailers a 5% commission on 
sales taxes reported by them to the Tax 
Commission. This commission would 
not be available to stores belonging to 
chains of 50 or more stores. To Ways 
and Means Committee. 


Use.—HB 640 imposes a use tax of 2% 
on goods ordered from outside the state, 
through stores or other places of busi- 


ness in the state, even though the goods 
are delivered to the purchasers direct by 
mail, common or private carrier. To 
Ways and Means Committee. 


New Jersey 


Motor Vehicles—AB 154 fixes a flat 
fee of $8 for passenger motor vehicles 
and reduces driver’s fee from $3 to $1. 
To Taxation Committee. 


% Railroad Franchise——Ch. 1 extends 
the time for payment of the 1941 rail- 
road franchise tax from February 2, 1942, 
to March 10, 1942. 


%& Ch. 17 extends the date for payment 
of 1941 franchise tax from March 10 to 
May 5. 





* New law, 



























































































































































































































































































































































































































































































































































































































































































































The Pennsylvania State House at Harrisburg 


New York 


Franchise.—SB 873 provides that busi- 
ness corporations acquiring assets or 
franchises of other corporations shall 
show the entire income not used in meas- 
uring franchise tax of acquired corpora- 
tions. To Taxation Committee. 

AB 1512 provides that the tax imposed 
on real estate corporations shall be a 
lien and binding on rentals received by 
an assignee thereof from real property 
of a corporation subject to tax. To Tax- 
ation Committee. 

Insurance Companies.—SB 986 pro- 
vides that in determining the amount of 
gross premiums for the purpose of the 
franchise tax on insurance corporations, 
deduction of dividends shall be allowed 
only in the case of life insurance corpo- 
rations. To Taxation Committee. 

SB 987 provides that in determining 
direct premium taxes deduction of divi- 
dends from gross premiums shall apply 
only to alien life insurance companies 
or insurers. To Insurance Committee. 


% Personal Income.—AB 253 excludes 
a member of the armed forces from 
definition of “resident” for purposes of 
personal income tax during war emer- 
gency even though he maintains a per- 
manent abode and spends more than 
seven months of the taxable year in the 
state. Chapter 74. 

%* AB 371 provides that in the distribu- 
tion of a resident estate or trust, income 
properly paid or credited to a beneficiary 
shall be deducted in computing the net 
income of the estate or trust. Chapter 81. 

* AB No. 441 reduces by 25% per- 
sonal income taxes for which returns are 
to be made for calendar years 1941 and 
1942 and for fiscal years or periods of 
less than a year ending in 1942 and 1943. 
Chapter 111. 

AB 1513 provides that a prosecution 
for violation of personal income tax pro- 
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visions may be conducted in any county 
where a person or corporation resides 
or has a place of business, receives in- 
come or commits a crime. To Taxation 
Committee. 


Property.—SB 981 provides for state 
boards of assessment review for cities of 
100,000 or more to supervise, review and 
equalize assessments on petition of a 
taxpayer. To Taxation Committee. 

SB 1036 establishes in counties outside 
of New York City boards of assessment 
review to hear grievances and correct 
real property assessments, as an alter- 
nate form of assessment review, not to 
be operative unless adopted by electors 
at a general election. To Taxation Com- 
mittee. 

SB 1137 extends for ten years the ex- 
emption from state and local tax upon 
capital stock, franchises and earnings of 
domestic corporations engaged in ocean 
commerce. To Taxation Committee. 

SB 1150 provides that a petition for 
review of tax assessments must be filed 
with the supreme court clerk and must 
be accompanied by a written notice that 
a review will be applied for. To Taxa- 
tion Committee. 

AB 1100 provides that no direct tax 
shall be imposed on real estate for ex- 
penses of state government or for state 
debt except bonds heretofore issued. To 
Judiciary Committee. 


Stock Transfer—AB 1069 authorizes 
the tax commission to provide that stock 
transfer taxes imposed on a sale or trans- 
fer executed on any securities exchange 
in the state be paid to such exchange 
without the use of stamps. To Taxation 
Committee. 

AB 1453 provides that all deliveries or 
transfers exempt from stock transfer tax 
must be accompanied by a certificate 
setting forth the facts. To Taxation 
Committee. 


April, 1942 





Pennsylvania 


Income.—SB 1-X proposes an amend- 
ment to Sec. 1 of Art. IX of the Constj- 
tution, by adding a paragraph authorizing 
school districts to impose a tax of not 
to exceed 2% on salaries, wages, etc., 
and on profits from any business, pro- 
fession or enterprise. To Constitutional 
Changes Committee. 


Rhode Island 


% Corporate Excess—Franchise.—Sp 
46 extends the time for filing corporate 
excess tax and franchise tax returns for 
60 days from March 1, 1942, and also 
extends the time for payment of such 
taxes to September 1, 1942. The time 
for giving notices, determining assess- 
ments and taking appeals is extended for 
a like period. 

Finance Companies.—HB 588 subjects 
installment sellers and sales finance com- 
panies to licensing and regulation by 
Deputy Banking Administrator. To Judi- 
ciary Committee. 


Property——HB 666 provides for the 
payment of municipal taxes in four equal 
installments, payable at intervals of three 
months. To Corporations Committee. 

HB 715 allows municipalities to tax 
the personal property of telephone com- 
panies. To Judiciary Committee. 


South Carolina 


% Gasoline—Gov. No. 707 imposes a 
tax of 6¢ per gallon on users of motor 
fuel other than gasoline. 


%Income.—Gov. No. 707 provides for 
the payment of income taxes in quarterly 
installments. The first installment is to 
be paid on the date fixed for filing the 
return, the second on the fifteenth day 
of the third month, the third on the 
fifteenth day of the sixth month, and 
the fourth on the fifteenth day of the 
ninth month. 


Virginia 
* Alcoholic Beverages.—Ch. 60 re- 


peals the state liquor and wine tax en- 
acted in 1940, effective July 1, 1942. 

¥% Merchants’ License.—SB 47 provides 
for the computation of sales of motor 
vehicles and tires or both, or either for 
the purpose of measuring the state license 
tax on retail merchants for the license 
year 1942. 

% Property.—SB 122 allows the Com- 
missioner of Revenue to summon people 


to testify as to their taxable status. 
Chapter 89. 

*Transfer—HB 142 eliminates the 
transfer tax on deeds where the prop- 
erty is transferred to a church. Chapter 
97. 

%* Utilities —SB 137 authorizes utilities 
to appeal to the Supreme Court of Ap- 
peals from actions of the State Corpora- 


tion Commission relating to taxation. 
Chapter 126. 


* New law. 
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Taxation and Life Insurance 
For Elderly Persons 


[Concluded from page 210] 


upon both policies together exceed the face amount of 
the life insurance policy. It is assumed, however, that 
the irrevocable naming of the beneficiary accompanied 
by the relinquishment of all rights on the part of the 
insured would be treated as a completed gift inter vivos. 
With this assumption, the gain, if any, is realized by the 
beneficiary. He could not avail himself of the exemp- 
tion allowed in case of the proceeds of “life insurance” 
policies, since we have decided that this policy could not 
be so classified. Accordingly, he would stand in the 
position of a donee. The value of his gift is excluded 
from gross income under the terms of section 22(b) (3) 
of the IRC, but he must pay a tax upon the gain real- 
ized on its disposition. His basis is that of the donor- 
insured, which here is cost (in the absence of 
dividends).°*? The recognition of the transfer as a 
present transfer inter vivos not subject to the estate tax 
requires the severance of the annuity and the life insur- 
ance obligations and therefore only the premium paid 
for the latter can be said to constitute the cost thereof. 
The existence of the annuity was a contributing factor 
to the issuance of the life insurance policy but it was 
not a part of the cost. Accordingly, the difference be- 
tween the premium paid for the life insurance feature 
and the proceeds would be the gain realized by the 
beneficiary. 


OME ettort might be made by taxpayers to have 
this gain classified as a capital gain not to be reported 
in full when the obligation has been held for a suffi- 
ciently long period.®* There is a Supreme Court deci- 
sion in the field of property insurance,** which would 
be very difficult to circumvent. It was there stated 
that the Congress had set up a specific section to cover 
certain ambiguous transactions, namely section 117(f) 
of the IRC relative to the surrender of evidences of 
indebtednesses, and if it had been the intention to in- 
clude fire insurance, it could have been directly men- 
tioned. It would therefore be essential for the 
proponent to establish that these contracts are “evi- 
dences of indebtedness issued by any corporation 
with interest coupons or in registered form.” The 
contracts have been stripped of their privileged status 
as insurance and emphasis is placed upon their invest- 
ment features. They are issued by corporations in 
what might be said to be “registered form” as required 


52 Section 113 (a) (2) of the IRC. 
33 Section 117 of the IRC. 


54 Helvering v. William Flaccus Leather Co., 313 U. S. 247, 61 Sup. 
Ct. 878 (1941); Avery v. Commissioner, 11 F. (2d) 19 (CCA-9, 1940): 
Bodine v. Commissioner, 103 F. (2d) 982 (CCA-3, 1939); Frank J. 
Cobbs v. Commissioner, 39 BTA 642 (1939), app. dis. 111 F. (2d) 
644 (CCA-9, 1940); and Ralph V. Perkins v. Commissioner, 41 BTA 
1225 (1940). 
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by this section. These particular contracts would not 
have been specifically mentioned at the time of the 
enactment of the section in question, because at that 
time they were treated as ordinary life insurance con- 
tracts and raised no problem on maturity. In an early 
case, the gain on the surrender of contracts of this 
type was treated as ordinary income since the gai on 
the surrender of a bond was sotreated then.®* A recent 
lower court case *® denied the application of sec- 
tion 117(f) relative to the surrender of bonds and called 
attention to the special and inconsistent treatment 
given to the contract by section 22(b)(2). Under 
section 22(b)(2), the calculation of gain was to be 
made by adding the proceeds of all previous payments 
under the contract to the final payment. Under sec- 
tion 117(f), the amount received in the retirement 
alone was thought by the court to be the figure to be 
used in the calculation of gain. This contract, how- 
ever, was definitely one of endowment subject to sec- 
tion 22(b)(2). As previously stated, it is not believed 
that the so-called life insurance policy falls within 
these provisions, and especially the payment at death, 
for it is within the exception of sums “paid by reason 
of the death of the insured.” *” 


In passing, a word might be written in regard to the 
effect of the Le Gierse case upon certain related con- 
tracts. One of the principal types is that denominated 
life annuity with death benefit. Here, as there is 
clearly but one policy, there is no likelihood of obtain- 
ing the benefit of the $40,000 life insurance exemption 
under the estate tax statute. Moreover, the donor has 
retained such an apparent interest in the single trans- 
action that he would probably be unable to make an 
inter vivos transfer of the death benefit which would 
escape the estate tax.°*> On the other hand, if the death 
benefit is sufficiently large, so that the annuity would 
appear as the income therefrom the so-called annuitant 
may lose his favored status under section 22(b) (2) of 
the IRC and be compelled to pay an income tax upon 
the full amount of his annuity payments. If the death 
benefit is merely a refund of the unexhausted portion 
of the premium paid, the annuity should meet the re- 
quirements for contracts of that type insofar as the 
Bureau of Internal Revenue has laid down any rules. 
The payment itself should be exempt from income tax 
in the hands of the beneficiary as a gift or an in- 
heritance. Ifthe payment isin the form of installments 
or of a survivorship annuity, the beneficiary might be 
required to include in his gross income 3% of the un- 
realized premium contained in each payment under 





55 See George A. Hellman v. Commissioner, 33 BTA 901 (1936). 

% Avery v. Commissioner, op. cit., supra, note 54, 

5t Section 22(b)(2): ‘‘Amounts received (other than amounts paid 
by reason of the death of the insured and interest payments on 
such amounts and other amounts received as annuities) under 2 
life insurance or endowment contract, .. .’’ 
58 See Meisenholder, op. cit., supra, note 6. 
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section 22(b)(2) as an annuity payment under an en- 
dowment or annuity contract. 


For the purposes of the gift tax, a few problems are 
presented in connection with the policies in question 
under the rulings of the Supreme Court. The cases 
of Guggenheim v. Rasquin, Powers v. Commissioner and 
Ryerson v. U. S.,°® have established the rule that in the 
case of a gift of life insurance policies they are to be 
yalued not at cash surrender value, but at the amount 
required to secure a similar policy at the time of gift. 
The Le Gierse case did not itself affect the situation. 
Had the decedent irrevocably named the beneficiary 
and surrendered her rights to cancel the policy or to 
borrow thereon, there would have been a completed 
gift inter vivos. In such a situation, it is thought that 
the estate tax would have been inapplicable, as previ- 
ously stated. The liability for a gift tax is rather 
clear.°° Moreover, if the insured retains the right to 
the dividends, it might be argued that he has kept a 
life interest in the property transferred and that the 
interest of the beneficiary is at least in part a future 
interest. If this position is adopted, the donor would 
be entitled to no $4,000 exclusion.*? Under this theory, 
however, the whole proceeds would probably be 
deemed subject to the estate tax, and the amount of 
the gift tax in its entirety would be credited against 
the death duty. 


In conclusion, it therefore appears that the decision 
in the case of Le Gierse v. Commissioner has definitely 
made it difficult to utilize the life insurance exemption 
at an advanced age and by reclassifying so-called life 
insurance has raised several questions under the in- 
come tax laws. Should the policies of annuity and life 
insurance be carefully written it is possible that much 
of the effect of the case may be avoided. If there is 
created a life insurance contract with insurance risk 
by providing for installment payment of premiums, 
the $40,000 estate tax exemption may be available. 
Moreover, in any case, if the insured-annuitant is 
irrevocably stripped of all interest in the life contract 
which is drafted separately fromathe annuity and pur- 
chased subsequently, only the lower gift tax with addi- 
tional exemptions may be applicable to the transfer. 
The new ruling of the Treasury Department relative 
to the inclusion of all insurance taken out by the 
decedent on his own life despite absence of incidents of 
ownership causes an uncertainty in this method. Iron- 
ically, however, the uncertainty may be less in the case 
of these policies without insurance risk than in the con- 
tract of insurance in the strict sense. It is probable 
that the principle of the Le Gierse case will be carried 


% 312 U. S. 254, 61 Sup. Ct. 507 (1941): 312 U.S. 259, 61 Sup. Ct. 
509 (1941); and 312 U.S. 405, 61 Sup. Ct. 656 (1941). 


* See note 31, supra. 
* Section 1003 (b) (1) of the IRC and cf. Ryerson v, U. S., supra, 
58. 
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over into the income tax field, and while income tax 
liability cannot be avoided entirely, it may be held 
down. These conclusions, however, are based upon 
the revenue laws as they now stand. Tax legislation 
of some type is certain, and it may appear to be appro- 
priate to adopt a supplementary succession tax to catch 
all transfers in which the decedent prior to his death 
parted with every interest in property, but did not 
allow to the beneficiary full enjoyment until his own 
decease. Furthermore, it might be deemed advisable 
to limit the life insurance exemptions to cases of insur- 
ance for certain types of beneficiaries such as dependents. 


The Revenue Act Project of 1942 
[Concluded from page 198] 


(f) no proper solution of assessing capital gains and 
losses is possible in the framework of an income tax, 
etc. All these shortcomings increase with the adop- 
tion of higher income tax rates. In general, an income 
tax can be properly collected only as an aristocratic 
tax, hitting only the population above the average in- 
come standard,—and the rest of the population must 
be taxed by indirect taxes. 


(8) The renewed drastic increase in the taxation of 
the upper bracket is going to undermine private initia- 
tive and incentive among these classes and seriously 
endanger the post-war development. 


(9) The tremendous rates of the estate (inheri- 
tance) tax in the new bill are very irrational as a war 
time measure since there must be some stability of 
inheritance tax rates within the lifetime of a genera- 
tion,’ and they have no anti-inflationary effect; the 
proposed rates on the American wealthy people and 
the proposed limitation of bequest for charitable pur- 
poses will abolish one of the most cherished and ad- 
mirable traditions of the wealthier classes of America 
and certainly hurt the cultural development of the 
nation. The inheritance taxation should be suspended 
for estates of those who died on active military service 
(as in Great Britain). 


(10) The excessive tax burden imposed on the rich 
and well-to-do classes and corporations (the tax on 
the latter is always simply double taxation of share- 
holders) will induce buying jewelry (already greatly 
increased in 1941 in comparison with 1940), antiques, 
real estate etc., thus throwing additional amounts of 
money into the open market (by the sellers of these 
goods) ,—instead of investment in trade, industry and 
agricultural output. The American nation is already 
becoming more and more a nation of coupon clippers 


13 See my article on ‘‘Death Taxes’’ in the Annals of the American 
Academy of Political and Social Science, January, 1936. A high 
estate tax compels the testators to convert their fortunes into easily 
sold securities and insurance instead of investing in corporate stocks 
and this hampers development of trade and industry. 
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and the amount of new issues of corporate stocks has 
been negligible in the last ten years. 


(11) The fear expressed that the use of bank credit 
for paying taxes by private persons may be dangerous 
is exaggerated since in most cases such borrowing in- 
volves some useful economic activity. Dangerous, 
however, would be the direct selling of government 
securities to the Federal Reserve System, since this 
would mean inflation pure and simple. 


(12) The proposed increase in the social security 
taxes needs reconsideration since the existing social 
security tax rates and ultimate benefits are rather 
unfair to all wage earners with a wage above $100 a 
month in comparison with wage-earners of a lower pay." 


(13) Many minor changes in the proposed bill (for 
instance, gifts in contemplation of death, taxation of 
state and municipal bonds, and the closing of other 
“loopholes”) are not worth while introducing at the 
present moment since their controversial nature may 
simply prolong discussion and thus postpone the en- 
actment of the new tax bill: most of these minor mat- 
ters may wait until the end of the war. 


Thus the Treasury’s new tax bill needs some reori- 
entation of its principles and aims. 





14 For details see my article: ‘‘A Social Security or Insurance?”’ in 
Taxes, June, 1940. 
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Corporate v. Partnership Form of 
Doing Business 


[Concluded from page 222] 


(2) Until the 1942 amendments are known, one can- 
not be positive about the relative aggregate tax bur- 
dens which are under discussion. 


(3) In guessing about prospective tax burdens, one 
should bear in mind that as the government’s fiscal 
burdens increase, new revenue sources must be tapped 
and existing sources must be called upon to supply 
more revenue. There isa possibility that partnerships 
will be subject to excess profits tax to the same extent 
as corporations. If this assumption is granted, it be- 
comes obvious that to convert an existing corporation 
into a partnership, without awaiting the pending amend- 
ments, is taking a leap in the dark. 


A phase of the question arises when stockholders of 
a corporation wish to discontinue business altogether. 
Here, important tax considerations arise. If the assets 
are sold, loss or gain to the corporation results. Under 
existing law, capital gain rates are available to the 
stockholders whether they sell their stock or receive 
the assets of the corporation in complete liquidation. 
This was not always so. It is quite possible that the 
definition of capital gains may be modified so as to 
exclude profits resulting from dissolution of corpora- 
tions. Stranger things have come by way of revenue 
law amendments. Accordingly, you sense, I am con- 
fident, that if confronted with such a dissolution issue, 
you should advise delay until the trend of 1942 In- 
ternal Revenue Code changes becomes clearer. 

It is hardly necessary to observe that the caution 
which I have urged applies with equal force to changes 
from a partnership toa corporation. Again, one should 
await 1942 revenue law changes. 


Summary and Conclusion 





The general practitioner need not fear to advise 
clients with respect to the relative tax burdens of 
partnerships and corporations, or with respect to the 
tax costs incident to change from a corporation to a 
partnership. In the average case, the pertinent pro- 
visions of the revenue statutes are readily available, 
easily comprehended, and not unduly difficult of ap- 
plication. In most situations it is necessary to make 
tax calculations under specific facts submitted by the 
client, and then to compare the respective results. There 
is ample justification for insisting that responsibility 
for the arithmetical calculation should be borne by the 
client’s accountant. Because impending Internal Rev- 
enue Code changes may be momentous, attorneys 
should advise clients to delay changes in type of organ- 
ization until the shape of tax things to be becomes 
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better defined and clearer. Such delay may prove very 
profitable and therefore wise and justified. If a new 
enterprise must be created at once, and there is either 
indifference as to whether a corporation or a partner- 
ship should be formed, or serious doubt as to which 
form of organization to select, a partnership should 
be selected because, under existing law which will 
probably remain unchanged, a partnership can be con- 
verted into a corporation without material tax cost, 
while the reverse process may prove costly tax-wise. 


Finally, while New York corporations and partner- 
ships were discussed, the principles developed are 
equally applicable to other jurisdictions. 


Excess Profits Tax Recommendations 
[Concluded from page 203] 


taxpayer, in general, lost interest in the method by 
which the Government reached the net result. In any 
case where the dollar result has been agreed upon with 
the taxpayer, the natural tendency of the Government 
auditors is to write up the case on whatever basis, as 
regards the various items involved, will involve the 
least controversy in the review process. Thus the 
“inconsistency” may be really an illusory one. 


There is grave question, therefore, whether any pro- 
vision based on the assumption that in a complicated 
case each one of the various doubtful points has been 
argued out and decided separately on its merits, can 
be successfully administered ; such a conception of the 
settlement of important cases does not square with the 
everyday administrative process which must be fol- 
lowed by the Bureau if there is to be a reasonably 
prompt disposition of tax disputes with a minimum 
of litigation. 

(g) Practical experience has long demonstrated 
that the theoretical advantage of consistency is often 
far outweighed by the practical advantage of a statute 
of repose. Every statute of limitations is a recognition 
of this; so is the principle of res judicata. The prin- 
ciple of public policy which underlies all limitation 
statutes is based, obviously, on the fact that as time 
passes witnesses die or become unavailable, records 
have been lost or destroyed, and human memories be- 
come unreliable. Section 734 makes very large 


amounts of current tax, under a new law, depend on 
“determinations” made years ago. 


The overemphasis on “consistency” seems to be 
illustrated by the fact that under this provision a tax- 
payer may have to suffer severely for acts committed 
long ago by its “predecessor” (the word “predecessor” 
is now defined in TD 5112). When one remembers 
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the fact that the Government itself has destroyed many 
of its earlier tax files, and that even when those files 
are still available to the Government provisions of 
law render some of them inaccessible to a successor 
corporation, the unfair practical effects are clear. 


(5) “Growth Corporations” under 


Supplement A 


Section 713(f), Internal Revenue Code, was de- 
signed to avoid hardship in the case of corporations 
which had increased earnings in the last half of the 
base period. In drafting Section 742 of the Revenue 
Act of 1940, which deals with the excess profits credit 
based on income when certain corporate exchanges 
have taken place, and which is a part of the so-called 
“Supplement A,” provision was made for an “acquir- 
ing corporation” to get the benefit of the base period 
income of a “qualified component corporation,” as 
those terms are defined in Section 740, but no “growth 
corporation” provision corresponding to Section 713(f) 
was inserted, to apply in Supplement A cases. No 
reason has been suggested why the principle of Sec- 
tion 713(f) is not just as apt under Section 742. This 
recommendation is intended merely to apply the 
“growth” principle to the more involved situation as 
well as to the simpler one. 































































































































































































Tax Convention with Canada 


The Senate has made public the text of a tax con- 
vention with Canada providing for the avoidance of 
double income taxation, modification of certain conflict- 
ing principles of taxation, reductions of certain rates of 
taxation and establishment of exchange information 
between the United States and Canada in the field 
of income taxation. The major phases of the con- 
vention are summarized as follows: (1) Adoption of 
principles of determination, and taxation, of business 
income derived by enterprises of one of the contract- 
ing states from sources within the other contracting 
state; (2) reciprocal exemption from taxation of cer- 
tain items of income derived from sources within one 
country by residents or corporations of the other 
country; (3) reduction, reciprocally, to 15% in the 
rates of taxation upon certain income derived by indi- 
vidual residents of Canada and by Canadian corpo- 
rations from United States sources if such persons 
and corporations are not engaged in trade or business 
within the United States and have no office or place 
of business therein; (4) alleviation with respect to 
Canada, of certain allegedly extraterritorial taxation 
by the United States of nonresident aliens and foreign 
corporations; (5) the settlement of certain pending 
cases of Canadian residents and Canadian corpora- 
tions involving the taxation of capital gains and the 
application of the principles involved in (4), above; 
and (6) codperation between the two countries di- 
rected against evasion of taxation. 


An article discussing the treaty, prepared by Mr. 
Mitchell B. Carroll of New York City, will appear in 
TAXxEs shortly after the treaty has been ratified. 


New Revenue Bill 


The Committee on Ways and Means continues its 
hearings on tax revision. 


240 


ABA Tax Clinic Held in Washington 

The mid-winter luncheon and Tax Clinic of the Sec- 
tion of Taxation of the American Bar Association was 
held at the Hotel Mayflower in Washington, D. C., on 
February 14,1942. The guests included the speakers, 
hereafter referred to, and J. E. Murdock, Chairman of 
the United States Board of Tax Appeals, Stanley Sur- 
rey, of the Legislative Drafting Service of the Treasury 
Department, Norman Cann, Assistant to the Commis- 
sioner of Internal Revenue, Weaver Myers, of the Staff 
of the Joint Committee of Congress on Taxation, and 
Louis Monarch, of the Department of Justice. There 
were one hundred and twenty-eight members of the 
Section and their guests attending the luncheon and 
some additional members who arrived after the 
luncheon. George M. Morris, the Chairman of the 
Section, presided. 


“Tax Policy and Control of Inflation in England” 


Redvers Opie, Economic Adviser to the British 
Embassy in Washington, delivered a paper upon the 
subject, “Tax Policy and Control of Inflation in Eng- 
land”.* This was followed by considerable discussion, 
and especially by an effort to relate the war burden 
and taxes of the English Government to present con- 
ditions in our own country. Mr. Morris expressed the 
appreciation of the gathering to Mr. Opie. 


“State Taxation of National Defense Activities” 


After a short recess, Lieutenant Colonel Ernest \. 
Brannon, of the office of the Judge Advocate General 
of the United States Army, spoke upon the subject, 
“State Taxation of National Defense Activities.” 
This address was likewise followed by questions in 
which it was brought out that rulings by the Judge 
Advocate General’s Department with respect to the 
treatment of state taxes and reimbursement contracts, 
etc., had not been published. The thought was further 


* To be reproduced in the May issue of this magazine. 
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advanced that the Federal Government had not codp- 
erated with vendors, particularly of gasoline, in 
minimizing the claim of the state by furnishing certifi- 
cates of exemption for gasoline purchased for use 
other than on roads. The Chairman expressed the 
thanks of the gathering to Colonel Brannon. 

The Clinic was then turned into an open forum dis- 
cussion and Stafford Smith, Chairman of the Com- 
mittee on Excise and Miscellaneous Taxes, was the 
first member to be recognized by the Chairman. Mr. 
Smith developed the thought that much confusion 
had arisen in connection with the collection of mis- 
cellaneous excise taxes because rulings were made by 
the various collectors rather than by some central 
authority. He pointed out that the question of what 
was an electric sign was a matter of considerable con- 
troversy on which various collectors differed, and sug- 
gested that the ruling should be by some central 
authority. His remarks were directed to Norman 
Cann, Assistant to the Commissioner of Internal Revenue. 
Mr. Cann stated in brief that the Bureau had en- 
countered numerous administrative and technical prob- 
lems in the administration of the excise taxes included 
inthe Revenue Act of 1941. He stated that the policy 
of the Bureau was to apprise Collectors of the statu- 
tory interpretations reached in Washington. He stated 
that if the various collection districts are in conflict the 
Bureau wishes to know of these conflicts and will 
attempt to eliminate them. He said that the Bureau 
had found that it was making rulings based upon 
partial statements of the fact, which it subsequently 
had to overrule; that the present procedure was 
to lay down general principles in the central office 
and permit the local collectors to apply such prin- 
ciples to specific cases, but that where conflicts devel- 
oped they could be settled in the central office. 


Review of Excise Tax Rulings 


John W. Townsend of Washington, D. C., was next 
recognized, and he pointed out that there is at the 
present time no administrative agency which may 
determine such questions of review of excise tax rul- 
ings, other than the Miscellaneous Tax Section. He 
raised the question whether it would not be possible to 
set up some organization in the Bureau somewhat like 
the Ninety-day Review Unit or the old Technical Staff, 
such as previously existed in the Miscellaneous Tax Unit. 

Craig Reddish, a member of the Technical Staff, was 
present and was asked by the Chairman to respond to 
the suggestion made by Mr. Townsend. Mr. Reddish 
Stated that the Technical Staff, under its present 
authority, could not take jurisdiction over miscellane- 
ous tax cases and declined to offer his opinion as to 
whether the jurisdiction of the Staff should be en- 
larged to take in such cases. 
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Robert N. Miller of Washington, D. C., next took 
the floor and discussed provisions of the new Rules of 
Conference Practice promulgated by the Technical 
Staff by which the taxpayer could be assured of rep- 
resentation where matters were referred by the Tech- 
nical Staff to Washington for consideration. He read 
from Sections III, IV and V of the Rules and expressed 
the opinion that Counsel would find in their negotia- 
tions with the Technical Staff, under these rules, a 
greatly improved procedure. He expressed his own 
personal gratification in the Staff’s action in announc- 
ing the Rules. 

Morton Fisher of Baltimore, Maryland, directed an 
inquiry from the floor to Mr. Cann as to whether con- 
solidated tax returns and claims for special relief will 
be centralized in some central organization in Wash- 
ington or will be handled under the decentralized pro- 
cedure in the field. Mr. Cann stated that they would 
be handled under the decentralized procedure. 


Waiver Form 870 


Richard B. Barker of Washington, D. C., raised a 
point regarding the Waiver Form 870. He pointed 
out that when a settlement of a controversy was reached 
with a conferee from the office of the Internal Revenue 
Agent in Charge, the taxpayer was requested to sign 
a waiver or consent to the assessment of the resulting 
tax on Form 870; that the tax shown by this consent 
was then assessed, but that on later review the settle- 
ment might be upset, and suggest that the procedure 
might be changed to conform with that of the Tech- 
nical Staff in which the waiver or consent is not used 
unless the settlement is accepted. Mr. Cann stated 
that the question involved broad grounds of policy as 
to the extent of authority which the Commissioner 
should delegate. Complete authority to represent the 
Commissioner has been delegated to the Heads of 
Technical Staff Divisions in regard to the settlement 
and other disposition of income, excess-profits, undis- 
tributed profits, estate and gift taxes but it has not 
been felt that it was wise or even necessary to extend 
such authority to an additional and much larger group. 
Mr. Cann stated that the purpose of Washington re- 
view of settlements made in the field is not to upset 
settlements made by Internal Revenue Agents in Charge, 
and that most reversals are on matters of policy. Mr. 
Cann further stated that the taxpayer is not injured by 
the payment of the tax as shown in the consent; that 
he retains the right to go to the Technical Staff and 
later to the Board of Tax Appeals if the settlement is 
upset on review. 

Percy Phillips of Washington, D. C., Executive Sec- 
retary of the Tax Section, stated that he believed there 
might have been a misunderstanding of the question 
raised by Mr. Barker. He stated that, until some 
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eighteen months ago, such waivers, when given by the 
taxpayer, remained in the file until after the audit had 
been completed in Washington. If the audit was upset 
on the review, the waiver was then returned to the 
taxpayer without assessing the tax, while if the 
recommendations of the conferee were accepted, the 
assessment was then made. He stated that he did not 
understand the question to be one of finality, but rather 
one of “closing the files”; that at the present time he 
understood the procedure to be that the consent went 
immediately to the collector for assessment, while the 
file went to Washington for review, and that the ques- 
tion really was whether it would not be better to hold 
the waiver until after the review, as had been the 
former procedure. Mr. Cann stated that he would be 
glad to receive any memoranda on the matter and to 
give the situation full reconsideration. 


Closing Agreements 


H. S. McKinney called attention to the fact that 
while the law authorizes the Commissioner to make 
closing agreements which are binding, all such closing 
agreements are made subject to any change in the law. 
The effect of this provision is such that closing agree- 
ments are not effective if there is any change in the law 
during the year. For example, in the case of cor- 
porate reorganizations a closing agreement to the effect 
that the reorganization is not taxable is not protection 
if the law is changed. Consequently, it is not safe to 
carry Out any transactions until near the end of the 
year, when it can be reasonably known that the law for 
the year will not be changed. Frequently, it is not 
possible to get the closing agreement and carry out 
the transaction within the remaining months of the 
year. Mr.McKinney raised the question whether any- 
thing could be done about this situation, either by a 
change in the policy of the Treasury Department or by 
legislation. Mr. Surrey said that it was his personal 
thought that the hands of Congress should not be tied 
by any future closing agreements which might be 
entered into by the Treasury Department; that there 
could be no immunity from a congressional change in 
the taxing statute. Mr. McKinney took issue on the 
ground that the purpose of permitting future closing 
agreements had been to permit transactions to be car- 
ried out with full knowledge of the tax consequences 
thereof and that the policy of making such closing 
agreements subject to future legislation was defeating 
the purpose of the statute. 

The Chairman stated that the matter would be re- 
ferred to the Income Tax Committee of the Section for 
consideration. 


Codrdination of State and Federal Taxation 


The Chairman introduced Dixwell Pierce of Cali- 
fornia to ask him what progress was being made with 
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respect to coordination of federal and state taxing 
requirements. Mr. Pierce reported that much over- 
lapping continued, and that there were many trouble- 
some and expensive deviations in the tax practices in 
the various jurisdictions. He pointed out that the 
question of attempting some uniform co6rdination of 
the requirements of the various taxing jurisdictions 
also involved the question of the extent to which the 
integrity of state revenues and organizations should 
be maintained. Mr. Pierce made the point that the 
desire to avoid overlapping requirements and the re- 
sulting expense and inconvenience should not be car- 
ried to the point where the states were eliminated and 
made dependent on the Federal Government. He stated 
that without doing this it should be possible to solve 
some of the problems which involve burdens of dupli- 
cation of work through improvement in the mechanics 
of reporting and collecting similar taxes in various 
jurisdictions. 

Charles F. Conlon of Chicago, Illinois, a member of 
the National Association of Taxing Administrators, 
stated that his organization would like to learn the 
cost to taxpayers of filling out the same information 
required by different states on different forms of reports, 
and asked that any organizations which had such in- 
formation and were willing to give it, communicate 
with him. 

Mr. Phillips reported that as Chairman of the Clinic 
meeting he had received a number of suggestions and 
questions which might be raised; that one of the more 
intriguing letters had been from one of our members 
who had stated that the Section was free in its sug- 
gestions for improvement in the tax procedure and had 
received splendid cooperation from the Treasury De- 
partment and Bureau of Internal Revenue in that re- 
gard; that the writer thought that it might serve a 
useful purpose if the Bureau representatives were given 
an opportunity to tell us what taxpayers and their 
representatives could do to improve their own technique. 
Mr. Cann stated that without going into too much 
detail, he felt that there was room for improvement in 
the presentation of facts to the Bureau, both as to the 
form of the presentation and the inclination on the 
part of some taxpayers or their representatives to with- 
hold a part of the facts in the various conferences which 
had been provided in the Bureau. He made the point that 
the Bureau is only interested in assessing the correct 
amount of taxes and that the taxpayer can best help 
by putting the chips on the table. He said that there 
was room for improvement with respect to equitable 
situations ; that the Bureau has been trying to do equity 
so far as it is possible to do so under the statute and 
that he feels there has been a noticeable improvement 
in Bureau practice in this regard, but that the Bureau 
is limited by statute and that if the taxpayers desire a 
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broader application of equity, they should seek relief 
from Congress and at the same time be prepared to do 
equity in those cases where they now take advantage 
of technicalities afforded by law. 

Mr. Cann pointed out that the same problem of per- 
sonnel and qualifications was found on the taxpayer’s 
side of the table as in the Bureau, and classified tax 
practitioners into three groups as good, bad, and the 
occasional practitioner, the last of whom probably 
caused more misunderstanding than any other class 
and was much more difficult to deal with than others 
who are thoroughly familiar with the practice before 
the Bureau and with the revenue laws. 


Alimony Trusts 


Mr. Townsend asked whether it was probable that 
Congress would consider administrative changes in 
the law in connection with the pending act, including 
those arising under the Higgins decision,* alimony 
trusts, etc., which questions were postponed at the 
time of the consideration of the last taxing act. Mr. 
Surrey stated that he did not hold a proxy for the 
congressional committees, but that the Treasury De- 
partment had been giving a great deal of study to these 
administrative questions and would be ready to report 
to Congress and make its recommendations. 


Allen H. Gardner called attention to an article by 
Randolph Paul in a recent Cornell Law Quarterly, in 
which Mr. Paul took the position that all future issues 
of state and municipal securities should be subject to 
taxation, and suggested that this was of particular 
importance in view of the present connection of Mr. 
Paul with the Treasury Department. He asked whether 
this article expressed the present views of the Treas- 
ury Department. Mr. Surrey stated that he could not 
speak for the Secretary of Treasury, but stated that he 
felt free to call attention to a speech of the Secretary 
in Chicago in which the Secretary took the position 
that all bonds of states, municipalities, etc., presently 
tax-exempt, should be subjected to tax, other than 
those issued by the Federal Government and providing 
fora tax exemption. In such a case there was a con- 
tract involved which the Federal Government should 
honor. Mr. Surrey stated that his personal view co- 
incided with that of the Secretary of the Treasury and 
that he saw no reason why bonds of states and their 
subdivisions should not be taxed the same as any other 
bonds, regardless of their date of issue. 

On motion of the Chairman of the Committee on 
Arrangements, a vote of thanks was extended to the 
speakers and to the Government officials who had par- 
ticipated in the discussion. 


—_. 


* 41-1 ustc J] 9233. 
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University of Kentucky Offers In-Service Training 
For Finance Administration Personnel 


Over a period of several years the University of 
Kentucky has had an embryonic in-service training 
program for state and local finance administration per- 
sonnel. The approach has been informal and the plan 
has unfolded as the state and local administration has 
improved. The first systematic effort was made in 
1936-37 when a group of state employees asked for a 
course in general Kentucky state taxation. The un- 
derlying thought in the series of weekly meetings 
attended by twenty-five or thirty public employees— 
primarily Department of Revenue workers—was that 
each worker should know more than his own segment 
of the job and, as far as possible, should have an 
acquaintance with comparable experience in other 
states. Also involved was the problem of paving the 
way for a far-reaching administrative reorganization 
already in process. 


After my resignation as Commissioner of Revenue 
and my return to regular work in the University in 
1939, employees of the Department of Revenue pro- 
posed informal meetings on the University campus 
once a week to which other interested state and local 
employees might be invited. It was understood that 
graduate students in public finance would also participate 
in the weekly “seminar.” These meetings, beginning 
in the autumn or early winter of 1939-40, were originally 
attended by about a dozen persons, of whom about 
half were graduate students. The number grew irregu- 
larly until the last meeting in the spring of 1941 was 
attended by sixty-five or seventy public employees 
and officials. 


The subject matter of these meetings, although 
definitely planned in general outline, varied widely. 
In part the variation was the result of departure from 
the general plan when an outstanding discussion leader 
was temporarily available. To give an idea of the 
content of the various conferences, the following sample 
programs may be mentioned: “Taxation and Industrial 
Growth” by a local scholar who subsequently com- 
pleted a research report on the same subject; “Ken- 
tucky’s Budget Administration,” led by the state budget 
officer; “Defense Financing,” led by Professor H. L. 
Lutz, Princeton University; “Effects of High Liquor 
Tax Rates,” led by a man who was writing a book on 
alcoholic beverage taxes ; and “What Kentucky Fiscal 
Reporting Should Be,” led by four newspaper men of the 
state best qualified by experience to discuss the subject. 


The national defense program has made demands 
on the staff which led to the abandonment during the 
current academic year of the informal “seminar.” It 
has been in a measure replaced for twelve or fifteen 
members of the group by an organized graduate course 
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in financial administration. At the same time it has 
been agreed that the work will be continued by means 
of other organized courses to be presented initially— 
so far as a regular program is concerned—during the 
summer of 1942. At that time four full-time courses 
planned definitely for finance administration personnel 
will be offered, each to last about two and a half weeks. 
It is contemplated that each course will be presented 
by a University staff member who has had tax experience, 
or other relevant public administration work, in collabora- 
tion with a present executive of a state department. 
The Department of Revenue, for example, will pro- 
vide the collaborating staff man (or men) for each of 
at least three courses. It will perhaps be apparent 
that that department is assuming joint leadership with 
the University in developing the work. 

The four courses planned for the summer of 1942 
are in chronological order as follows: 


Public Administration Principles, beginning June 15, 
will be offered by a member of the University of Ken- 
tucky political science staff who has had experience in 
the Kentucky Legislative Council research staff, De- 
partment of Revenue, and personnel division of the 
Department of Finance. The work should appeal to 
administrative assistants and staff personnel as well 
as to those having to do with budgeting, purchasing, 
accounting, and other overall finance functions. 


Tax Auditing, also beginning June 15, will be planned 
specifically for workers in tax auditing and for execu- 
tive personnel to whom they report. The course will 
be in charge of the widely experienced head of the 
accounting work of the University in collaboration 
with the accountant who supervises all income, in- 
heritance, and corporation tax audits of Kentucky. 
Tax audits involving other sorts of taxes will not be 
neglected. 

Property Assessments, beginning July 2, will concern 
exactly what the title implies. The course will be 
designed for assessors on the job and for state depart- 
ment of taxation field personnel concerned with in- 
heritance tax appraisals and property tax assessments. 
Primary emphasis will be laid on appraisal methods. 
The two men in charge of this course have each had 
extensive assessment and other appraisal experience. 
One of them served as chairman of the National Asso- 
ciation of Assessing Officers’ Committee on Assess- 
ment Organization and Personnel and was in charge 
of the recent National Tax Association round table 
on assessment supervision. The other is the present 
Kentucky Commissioner of Revenue and ex officio 
chairman of the Kentucky tax commission, which is 
charged with making all state assessments. 


State and Local Taxation, beginning July 23, like 
public administration, is a general, broadening course, 
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as distinguished from the directly professional com- 
plexion of the tax auditing and property assessments 
courses. The employees ofa state or local tax depart- 
ment represent state taxation work to the public; they 
can do a better job if they know what is done else- 
where and what authorities propose. This work will 
be handled by a former tax official with the close col- 
laboration of the present executive assistant to the 
Kentucky Commissioner of Revenue. Both have been 
active in the work of such agencies as the National 
Association of Tax Administrators. 


Although designed for Kentucky fiscal administra- 
tion personnel, these courses will be open to individuals 
employed in the federal service as well as the service 
of other states or their local governments. In fact, 
the work will be as appropriate for the latter as for 
the former. Individuals who desire the courses but 
who lack college background will be admitted as spe- 
cial students if they apparently can do the work. 
Although eligible persons who wish to do so may take 
any of the courses for University credit, a background 
of appropriate experience will contribute more toward 
profit from the work than will academic training.— 
James W. Martin, Director, Bureau of Business Re- 
search, University of Kentucky. 


Total taxes from all sources collected by the Fed- 
eral Government in 1941 amounted to $8,689,097 890.79 
as compared with $5,862,434,465.88 in 1940. Of the 
1941 figure the individual income tax brought in 
$1,621 ,648,439.79 and the corporation income tax 
amounted to $2,267 ,223,878.65. 


KK 


“Inflation does more than merely to rob the wage 
earner of a portion of his earnings. It does more than 
saddle the farmer with a load of debt which he cannot 
repay. It is more destructive of morale than any 
other single force. Inflation divides the country. It 
sets up producers against consumers, workers against 
employers, the people who owe money against the 
people to whom the money is owed. 


“No group in a community profits from inflation in 
the long run except the Three Horsemen—the Specu- 
lator, the Profiteer and the Hoarder.”—Sec. Morgen- 
thau, Boston, Mass., Sept. 5, 1941. 


* 


“Fortunately, most of the states that formerly 
financed road construction extensively through bond 
issues are moving towards a pay-as-you-go basis. 
The states are being enabled to adopt a cash payment 
policy in road building largely because their gasoline 
tax revenues have doubled since 1929.”—Montily 


News Bulletin, American Petroleum Industries Coni- 
mittee. 
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ALABAMA 
May 1—— 
Automobile dealers’ reports due. 
May 10—— 


Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax and reports due. 
Wholesalers’, distributors’ and 

alcoholic beverage reports due. 


retailers’ 


May 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 

Carriers’, warehouses’ and transporters’ 


lubricating oils tax reports due. 

Motor carriers’ mileage tax and reports 
due. 

May 20 

Automobile dealers’ reports due. 

Coal and iron ore mining tax and reports 
due. 

Gasoline tax and reports due. 

Lubricating oils tax and reports due. 

Motor fuel tax and reports due. 

Sales tax and reports due. 





ARIZONA 
May 5—— 
Alcoholic beverage licensees’ reports due. 
May—First Monday 
Bank share tax installment delinquent. 
Property tax (semi-annual installment) de- 
linquent. 
May 15—— 
Gasoline tax and reports due. 
Gross income reports and tax due. 
Motor carriers’ reports and taxes due, 
May 20—— 
Last day to make property tax returns. 
May 25—— 
Motor fuel carriers’ reports due. 


ARKANSAS 





May 10—— 
Alcoholic beverage taxes and reports due. 
Motor fuel carriers’ reports due. 
Natural resources purchase statements due. 
Natural resources severance tax and re- 
ports due. 
May 15—— 
Income tax information returns due. 
Income tax returns and first tax install- 
ment due. 
May 20—— 
Gross receipts tax and reports due. 
Motor fuel tax and reports due. 
Use fuel tax and reports due. 


CALIFORNIA 
May 1—— 
Common carriers’ distilled spirits tax and 
reports due. 
Gasoline tax due. 
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May 15— 
Distilled spirits tax and reports due. 
Gasoline tax reports due. 
Use fuel tax and reports due. 

May 20—— 
Beer and wine tax and reports due. 
Motor carriers’ gross receipts tax due. 


COLORADO 
May 1—— 
Franchise tax due. 
May 5—— 
Motor carriers’ tax due. 
May 10—— 
Motor carriers’ tax and reports due, 
Wholesale dealers’ alcoholic beverage re- 
ports due. 
May 14—— 
Sales tax and reports due. 
Use tax and reports due. 
May 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Service tax and reports due. 
May 20—— 
Last day to file property tax returns, 
May 25—— 
Gasoline tax and reports due. 


CONNECTICUT 

May 1—— 

Gasoline tax due. 
May 10—— 

Cigarette distributors’ reports due. 
May 15— 

Gasoline tax reports due. 
May 20—— 


Alcoholic beverage tax and reports due. 


DELAWARE 
May 1—— 
Sussex county property taxes due. 
May—First Monday—— 
Steam, gas and electric company reports 
due. 
May 15—— 
Alcoholic beverage manufacturers’ 
importers’ reports due. 
Filling station gasoline tax reports due. 
May 31—— 
Carriers’ gasoline tax reports due. 
Distributor’s gasoline tax and reports due. 


and 


DISTRICT OF COLUMBIA 
May 10—— 

Alcoholic beverage tax reports due from 
licensed manufacturers, wholesalers and 
retailers. 

Beer tax reports due from licensed manu- 
facturers and wholesalers. 
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May 15—— 
Beer tax due. 
May 25—— 
Gasoline tax reports and payment due. 


FLORIDA 
May 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports due. 
May 15—— 
Carriers’ gasoline reports due. 
Gasoline tax and reports due. 
Motor vehicle fuel use tax and reports 
due, 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


GEORGIA 

May 1—— 

Last day for mine net profits reports. 

Last day to make property tax returns. 
May 10—— 

Tobacco wholesale dealers’ reports due. 
May 15— 

Malt beverage tax and reports due. 
May 20—— 

Gasoline tax and reports due. 


IDAHO 


May 1— 
Last day for mine net profits reports. 
May 9—— 
Motor carriers’ monthly gross revenue re- 
ports due. 





May 10—— 
Beer dealers’ reports due. 
May 15—— 
Electric power company reports and tax 
due. 
Gasoline tax and reports due. 


ILLINOIS 
May I—— 
Motor vehicle operators’ licenses expire. 
Personal property tax due in Cook county. 
Semi-annual installment of real property 
tax due in Cook county. 






























































































































































































































































































































































































































Motor carriers’ mileage tax due. 
May 15—— 

Cigarette tax returns due. 

Last day to make alcoholic beverage re- 
ports. 

Public utility reports and taxes due. 

Sales tax and reports due. 

Warehousemen’s alcoholic beverage 
ports due. 


re- 




















May 20—— 

Gasoline tax and reports due. 

Oil production tax and reports due. 
May 30—— 

Transporters’ gasoline tax reports due. 


INDIANA 
May 1—— 
Private car company property taxes due. 
May—First Monday—— 
Property tax (semi-annual 
due. 
May 15—— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Last day to make property tax returns. 
May 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangibles 
tax and reports due. 
May 25—— 
Gasoline tax and reports due. 


installment) 


IOWA 
May 1—— 
Electric transmission lines’ 
reports due. 
Telephone and telegraph company prop- 
erty tax reports due. 
May 10 
Carriers’ gasoline tax reports due. 
Class A permittees’ beer tax reports due. 
May 20—— 
Gasoline tax and reports due. 


property tax 





KANSAS 
May 10—— 
Malt beverage tax and reports due. 
May 15—— 
Carriers’ gasoline tax reports due. 
Compensating tax and reports due. 
Motor carriers’ gross ton mileage tax and 
reports due. 


May 20—— 

Sales tax and reports due. 
May 25—— 

Gasoline tax and reports due. 
May 31—— 


Last day for express companies to report. 
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STATE TAX CALENDAR 


KENTUCKY 
May 1—— 
Property tax due in City of Louisville. 
May 2 
Stored distilled spirits tax due. 
May 10—— 
Alcoholic beverage reports due. 
Amusement and entertainment tax and re- 
ports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
May 15—— 
Motor vehicle fuel (other than gasoline) 
tax and.reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax and re- 
ports due. 
May 20—— 
Oil production tax and reports due. 
May 31 
Dealers’ and transporters’ gasoline tax and 
reports due. 








LOUISIANA 
May 1—— 
Pipe line transportation tax due. 
Public utility license tax due. 
Wholesalers’ tobacco reports due. 
May 10—— 
Gas gathering tax reports due. 
Importers’ gasoline tax and reports due. 
Importers’ kerosene tax and reports due. 
Importers’ lubricating oils reports due. 
Light wine and beer importers’ reports 
due. 
May 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax returns and first installment 


of tax due. 
Income tax information returns due. 
Intoxicating liquor manufacturers’ and 


dealers’ reports due. 

Wholesalers’ tobacco tax reports due. 

May 20—— 

Dealers’ gasoline tax and reports due. 

Dealers’ kerosene tax and reports due. 

Fuel use tax and reports due. 

Light wine and beer dealers’ and manu- 
facturers’ tax and reports due. 

Lubricating oils tax due; dealers’ reports 
due. 

New Orleans sales and use tax and reports 
due. 

Petroleum solvents reports due. 




























MAINE 
May 1— 
Express company reports due. 
Insurance company premiums tax due. 
May 10. 
Malt beverage manufacturers’ and whole- 
salers’ reports due. 
May 15—— 
Parlor car company reports due. 
Use fuel tax and reports due. 
May 31—— 
Gasoline tax and returns due. 
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MARYLAND 

May 1—— 

Chain store tax due. 
May 10—— 

Admissions tax due. 
May 30—— 

Motor fuel reports due from purchasers jn 

cargo lots. 

May 31—— 


Beer tax and reports due. 
Gasoline tax and reports due. 


MASSACHUSETTS 

May 1—— 

Life insurance company tax returns due. 
May 10—— 

Alcoholic beverage tax and reports due. 

Meals excise tax and returns due. 
May 15—— 

Cigarette distributors’ tax and reports due. 
May 31 
Gasoline tax and reports due. 








MICHIGAN 
May 1—— 
Gas and oil severance tax and reports due. 
May 5—— 
Carriers’ gasoline tax reports due. 





Sales tax and reports due. 
Use tax and reports due. 
May 20—— 
Distributors’ gasoline tax and reports due. 
Gas and oil severance tax and reports de- 
linquent. 














MINNESOTA 
May 1—— 
Iron severance tax due. 
May 10—— 
Iron severance tax reports due from car- 
riers. 
Royalty tax due. : 
Wholesalers’, brewers’ and manufacturers 
alcoholic beverage reports due. 
May 15— 
Interstate motor carriers’ mileage tax due. 
May 25—— 
Gasoline tax and reports due. 
Special use fuel tax and reports due. 










MISSISSIPPI 
May 1 
Property tax (second semi-annual install- 
ment) due. 
May 5—— 
Factory reports due. 
May 10—— 


Admissions tax and reports due. 
May 15—— 
Gasoline tax and reports due. 
Manufacturers’, distributors’ and 
salers’ tobacco tax reports due. 


whole- 
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Retailers’, wholesalers’ and distributors’ 
light wines and beer reports due. 

Sales tax and reports due. 

Timber severance tax and reports due. 

Use tax and reports due. 





















MISSOURI 
May 1—— 
Insurance company premiums tax due. 
Last day for express companies to file re- 
ports and pay gross receipts tax. 
May 5—— 
Non-intoxicating beer permittees’ 
due. 
May 15—— 
Franchise tax due. 
Gasoline tax reports due. 
Retail sales tax and reports due. 
May 25—— 
Gasoline tax due. 
Use fuel tax and returns due. 


reports 


MONTANA 
May 15—— 
Brewers’ and liquor wholesalers’ reports 
and taxes due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
May 20—— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 
May 30 
Telephone company tax anid reports due. 
May 31—— 
Last day to file foreign corporation reports 



































in counties. 
Property tax (semi-annual installment) 
due. 
NEBRASKA 
May 1 





Real property tax (first installment) due. 
May 15—— 

Alcoholic beverage manufacturers’ 

wholesale distributors’ reports due. 

Gasoline tax and reports due. 

Imitation butter reports and taxes due. 
May 20—— 

Non-resident motor carriers’ property tax 
reports due. 


and 





May—Last Monday 
Iniangible property tax returns due. 





NEVADA 
May 1—— 
Bee owners’ reports due. 
Imported petroleum products (inspection) 
reports due. 
May 15 
Carriers’ gasoline tax reports due. 
May 25—— 
Dealers’ gasoline tax and reports due. 
Fuel users’ tax and reports due. 
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NEW HAMPSHIRE 


May 1— 


Domestic insurance company premiums 
tax reports due. 

Gasoline tax due. 

Savings bank and trust company reports 
due. 


May 10—— 


Alcoholic beverage reports and taxes due. 


May 15—— 


Gasoline tax reports due. 


NEW JERSEY 


May 1—— 


Bank share tax (quarterly installment) 
due. 


Property tax (quarterly installment) due. 









a4 e: 
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May—First Tuesday—— 

Telephone, telegraph, express, parlor and 
sleeping car, gas and electric light, oil 
and pipe line company reports due. 

May 10—— 

Excise tax and reports due from interstate 
busses. 

Gross receipts tax and reports due from 
busses and jitneys in municipalities. 

May 15—— 

Alcoholic beverage reports and taxes due 
from manufacturers, distributors, trans- 
porters, importers and warehousemen. 

Domestic corporation franchise tax and re- 
ports due. 

May 20—— 

Alcoholic beverage retail consumption and 
distribution licensees’ reports and taxes 
due. 

May 30—— 

Carriers’ gasoline tax reports due. 

May 31 

Distributors’ gasoline tax and reports due. 





NEW MEXICO 
May 1—— 
Bank tax delinquent. 
Franchise tax due. 
Property tax (semi-annual 
due. 
May 15—— 
Occupational gross income tax and reports 
due. 
Oil and gas conservation tax reports due. 
Severance tax and reports due. 
May 20—— 
Motor carriers’ tax and reports due. 
May 25—— 
Gasoline tax and reports due. 
Use or compensating tax and reports due. 


installment) 


NEW YORK 
May 15—— 
Franchise (income) tax returns and first 
tax installment due. 
Transportation and transmission company 
additional taxes and reports due. 
May 20—— 
Alcoholic beverage tax and reports due. 
May 25—— 
New York City conduit company tax and 
reports due. 
New York City public utility excise tax 
and returns due. 
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May 31—— 
Gasoline tax and reports due. 
Insurance company premiums tax and re- 
ports due. 
Water, gas, electric, etc., company tax and 
reports due. 


NORTH CAROLINA 
May 10—— 
Alcoholic beverage tax and railroad reports 
due. 
Carriers’ gasoline tax reports due. 
Railroad alcoholic beverage tax and reports 
due. 
Tobacco dealers’ monthly reports due. 
May 15—— 
Sales tax and reports due. 
Spirituous liquor tax due. 
Use tax and reports due. 
May 20—— 
Distributors’ gasoline tax and reports due. 
Franchise carriers’ and haulers’ tax and 
reports due. 


NORTH DAKOTA 
May 1—— 
Public utility annual reports due. 
May 15— 
Alcoholic beverage transactions tax and 
reports due. 
Gasoline tax and reports due. 
Interstate motor carriers’ tax due. 


OHIO 
May 10—— 
Admissions tax and reports due. 
Class A and B permittees’ alcoholic bever- 
age reports due. 
May 15— 
Cigarette use tax and reports due. 


Dealers’ gasoline tax reports due. 

May 30—— 
Carriers’ gasoline tax reports due. 

May 31—— 

Gasoline tax due. 

Last day for sleeping car, freight line and 
equipment companies to file rolling stock 
tax reports. 


OKLAHOMA 
May 1— 
Oil, gas and mineral gross production tax 
and reports due. 
Property tax installment due. 
May 5—— 
Operator’s reports of mines other than coal 
due. 
May 10 
Airports’ gross receipts tax and reports 
due. 
Alcoholic beverage reports and taxes due. 
May 15—— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Sales tax and reports due. 
May 20—— 
Carriers’ use fuel oil tax reports due. 
Coal mine operators’ reports due. 
Diesel fuel oil tax and reports due. 
Use tax and reports due. 






































































































































































































































































































































































































OREGON 
May 19—— 
Oil production tax and reports due. 
— om 


- 







May 20—— 
Alcoholic beverage tax and reports due. 
Gasoline tax and reports due. 

Motor carriers’ tax and reports due. 


PENNSYLVANIA 
May 10—— 
Malt beverage reports due. 
Spirituous and vinous liquor reports due. 
May 15—— 


Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax. 


Income (state corporate) tax (second in- 
stallment) due. 
Manufacturers’ alcoholic beverage tax and 
reports due. 
May 31—— 
Gasoline tax and reports due. 


RHODE ISLAND 
May 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
May 15—— 
Gasoline tax and reports due. 


SOUTH CAROLINA 
May 1—— 
Public utility franchise tax due. 
May 10—— 
Admissions tax and reports due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax returns and pay 
tax. 
May 15—— 
Motor fuel (other than gasoline) tax and 
reports due. 
May 20—— 
yasoline tax and reports due. 
Motor fuel use tax (other than gasoline) 
and reports due. 


SOUTH DAKOTA 

May 1—— 

Interstate motor carriers’ tax and reports 

due. 

Passenger motor carriers’ tax due. 

Property tax (first installment) delinquent. 
May 15— 

Alcoholic beverage sales reports due. 

Gasoline tax reports due. 

Sales tax and reports due. 

Use tax and reports due. 


TENNESSEE 
May 1—— 
Cottonseed oil mill reports due. 
May 5— 
Cigarette distributors’ reports due. 
May 10—— 
Barrel tax on beer due. 


TAX ES—The Tax Magazine 
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Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 
May 20—— 
Distributors’ gasoline tax and reports due. 
Liquid carbonic acid gas tax due. 


TEXAS 
May 1— 
Franchise tax due. 
May 15— 
Oleomargarine dealers’ tax and reports 
due. 
May 20—— 


Carriers’ motor fuel tax and reports due. 
Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel tax and reports due. 
Oil and gas well servicers’ gross receipts 
tax and reports due. 
May 25—— 
Carbon black production tax and reports 
due. 
Natural gas production tax and reports 
due. 
Oil production tax and reports due. 
Theatre prize and awards tax and reports 
due. 


UTAH 
May 10—— 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Liquor licensee reports due. 
May 15—— 
Distributors’ and retailers’ 
and reports due. 
Sales tax and returns due. 
Use fuel tax and returns due. 
Use tax and returns due. 


gasoline tax 


VERMONT 

May 10—— 

Alcoholic beverage taxes and reports due. 
May 15—— 

Electric light and power company reports 

and taxes due. 

May 31—— 

Gasoline tax and reports due. 

Tax on deposits in national banks due. 





VIRGINIA 


May 1—— 

Car, car trust, and mercantile companies’ 
property tax returns due. 

Pipe line transmission corporations’ prop- 
erty tax returns due. 

Property tax returns due from motor bus 
transportation companies in cities and 
towns. 

Public utility reports due. 

Railway and canal corporations’ property 
tax returns due. 

May 10—— 

Beer dealers’, bottlers’ and manufacturers’ 

reports due. 
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May 20—— 


Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Use fuel tax and reports due. 


WASHINGTON 
May 1—— 
Private car companies’ property tax re. 
turns due. 
May 10—— 
Brewers’ and manufacturers’ malt prod- 


ucts reports due. 
May 15—— 
Admissions tax and reports due. 
Butter substitutes tax and reports due. 
Carriers’ gasoline tax reports due. 
Fuel oil tax and reports due. 
Gasoline tax and reports due. 
Gross income tax and returns due. 
Public utility gross operating tax and re- 
ports due. 
Sales tax and reports due. 
Use fuel tax and reports due. 
Use tax and reports due. 
May 31—— 
Property tax 
due. 


(semi-annual installment) 





WEST VIRGINIA 

May 1—— 

Bank share tax due. 

Property tax returns due. 

Property tax (semi-annual 

due. 

May 10—— 

Alcoholic beverage tax and reports due. 
May 15—— 

Sales tax and reports due. 
May 30—— 

Gasoline tax and reports due. 


installment) 


WISCONSIN 
May 1—— 
Beer tax reports due. 
Coal dock reports due. 
Grain elevator reports due. 
Scrap iron or scrap steel dock operators’ 
reports due. 
Vessels, boats, etc., reports and tax due. 
May 10—— 
Alcoholic beverage tax reports due. 
Tobacco products returns due. 
May 20—— 
Gasoline and diesel fuel tax and reports 
due. 
May 30—— 
Gasoline reports due from transportation 
companies. 
Privilege dividends tax due. 


WYOMING 
May 1—— 
Railroad property tax returns due. 
May 10—— 
Bank share tax (installment) due. 
Carriers’ gasoline tax reports due. 
Property tax (semi-annual installment) 
due. 
May 15—— 
Gasoline tax and reports due. 
Sales tax and reports due. 
Use tax and reports due. 
May 20—— 
Motor carriers’ tax and reports due. 
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FEDERAL TAX CALENDAR 







FEDERAL TAX CALENDAR 
May 15—— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
February 28. Forms 1120 and 1121. 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended February 28. Forms 
1040, 1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended November 30, with interest 
at 6% from February 15 on first install- 
ment. Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended November 30. 
Forms 1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended February 28. Form 1041. 

Foreign partnership return of income 
due by general extension for fiscal year 
ended November 30. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended 
November 30, in case of American citi- 
zens abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended February 28. Form 1040. 
Last quarterly income-excess profits tax 
payment due for fiscal year ended May 
31, 1941. Forms 1040, 1041, 1120, 1120H, 

1120L, 1121, 
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Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended February 28, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re- 
turns due for fiscal year ended February 
28. Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for April. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended Novem- 
ber 30. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended November 30. 
Forms 1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
November 30. Form 1120NB. 

Partnership return of income due for fiscal 
year ended February 28. Form 1065. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended November 30, by general exten- 
sion. Form 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended No- 
vember 30. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 





ended August 31. 
1120L, 1120NB. 
Stockbrokers’ monthly return of s.aimp ac- 

count due for April. Form 838. 
Third quarterly income-excess profits tax 
payment due for fiscal year ended Au- 


Forms 1140B, 1120H, 


gust 31. Forms 1040, 1041, 1120, 1120H, 
1120L, 1121. 
May 20—— 


Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for April. Form 
1012. 


May 31—— 


Admissions, dues and safety deposit box 
rentals tax due for April. Form 729. 
Excise taxes on electrical energy, telegraph 
and telephone facilities, transportation 
of oil by pipe line, and passenger trans- 

portation due for April. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for April. Form 726. 

Excise taxes on sales due for April. Form 
728. 

Processing taxes on oils due for April. 
Form 932. 

Retail dealers’ excise tax and returns due 
for April on jewelry, etc., furs and toilet 
preparations. Form 728a. 

Sugar (manufactured) tax due for April. 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin-operated amusement and 
gaming devices due for April, if liability 
incurred. Form 11B. 



































































































































































































Calendar v. Fiscal Year 
[Concluded from page 213] 


Thus the New York franchise tax return requires a 
profit and loss statement on page one, with the direction: 
“Items 1 to 30 inclusive must conform to Federal 
Income Tax return filed.” 2° Such states should not 
require a specific request by the taxpayer to change 
his accounting period, for the state return must con- 
form to the federal return, what period soever be used ; 
and certain states merely ask that a copy of the federal 
permission to change accounting periods be annexed 
to the state return when it is submitted. A few states 
require specific permission, as, for example, California: 
“If a taxpayer changes his accounting period from ; 
calendar year (to fiscal year) the net income shall, 


with the approval of the (Franchise Tax) Commissioner, be 
computed on the basis of such new accounting period.” ® 


Other states do not ask for a request to change ac- 
counting periods but merely stipulate that when fed- 
eral sanction of the change has been obtained, this fact 
must be certified to the state: e. g., Pennsylvania.*? 


= Form 3 IT. 
= California Laws of 1929, Sec. 12, Chap. 13. 
* Corporation Net Income Tax Act of May 8, 1937, Sec. 3. 





A somewhat different situation obtains in Massa- 


chusetts: 

“Taxable year’ means the fiscal or calendar year for which 
the corporation was required to make its last return to the 
Federal Government due prior to April lst of the year in 
which the tax is to be assessed, or if such return was for a 
fractional period, a full year including and ending with such 
fractional period.” * 


In other words, the short-year period is not recog- 
nized as such and a full twelve months ending with 
the close of the new fiscal period must be reported. 
Thus the income of several months might be used as 
the measure of the tax in two different years. 


If a change of accounting period be made and ap- 
proved, reference should be made to this fact in the 
corporation’s next statement. 


“If any significant change in accounting principle or practice 
has been made at the beginning of or during any period 
covered by the profit and loss statement filed, a statement 
as to the change shall be given in a note to the appropriate 
statement, and if the change substantially affects proper com- 
parison with the preceding fiscal period, the necessary ex- 
planation.” * 





32 General Laws of the Commonwealth of Massachusetts, Tercen- 
tenary Ed., Sec. 30, Chap. 63. 

33 Uniform Accounting Requirements for Financial Statements, 
a" by the Securities and Exchange Commission, Art. 3, 

ule 3.07. 






























































































































ANNUITY TRUSTS AND THE 
FEDERAL INCOME TAX 


Mortimer H. Hess and Kenneth Culp Davis, 
Members of the New York Bar 


55 Harvard Law Review, January, 1942, 
p. 329-363 


Constitutional and Statutory Background 


The Sixteenth Amendment to the Con- 
stitution of the United States granted to the 
Federal Government the power to tax in- 
come “from whatever source derived” without 
regard to the requirement of apportionment. 
Mindful of the limits of the powers granted 
to it by the Sixteenth Amendment, Congress 
from the very first excluded from the ambit 
of the income tax gifts, devises, bequests, 
and inheritances, but added to these exclu- 
sions the qualification that the income from 
property so acquired should not be free 
from tax. This statutory attempt to con- 
fine the scope of the exclusion soon brought 
into question the taxability of a gift which 
was itself income. This was the situation 
presented in Jrwin v. Gavit, 268 U. S. 161, 
where a testator left property in trust to 
pay the income to the taxpayer until X, a 
minor, reached twenty-one or died, upon 
either of which events the income was to 
cease and the corpus to be paid to persons 
other than the taxpayer. The Supreme 
Court held simply that the intent of Con- 
gress was to tax all income and that to 
free income from taxation under these con- 
ditions would leave an unwarranted gap in 
the coverage of the statute. 

The liberal interpretation reflected in the 
Gavit case, supra, was not to be long lived. 
In Burnet v. Whitehouse, supra, a testator 
by will created a trust out of which a named 
beneficiary was to receive an annual sum to 
be paid in any event, out of principal if 
necessary. Although the particular sum 
concerning which the dispute arose was 
paid wholly out of income, the Supreme 
Court held that since the sum was payable 
whether there was sufficient income or not, 
the amounts received by the beneficiary 
were not taxable as income. The power 
to invade principal was held to make every 
payment a capital payment regardless of 
its actual source and hence a bequest with- 
in the statutory exclusion. 

It was a logical corollary of the White- 
house case, supra, that the annual sum paid 
to the beneficiary should not be deductible 





for income-tax purposes by the trustee. 
Thus in Helvering v. Pardee, 290 U. S. 370, 
the trustee was denied the right to deduct 
annual sums actually paid out of income, 
when such sums were payable in any event 
and out of principal if necessary. 

The Province of Federal and State Law 

The type of trust described in the White- 
house and Pardee cases, supra, has generally 
been denominated an annuity trust. Al- 
though there are many definitions of “an- 
nuity,” in order that payments may constitute 
a Whitehouse annuity they must be recur- 
rent, payable in any event, not dependent 
solely on income as the source of payment, 
and the subject matter of a gift, devise, be- 
quest, or inheritance. An annuity trust for 
purposes of this doctrine is a trust providing 
for such an annuity as above defined obvi- 
ously need not have its source in a trust. 

It appears settled that what constitutes a 
gift, devise, bequest, or inheritance for fed- 
eral income-tax purposes is a federal ques- 
tion. What constitutes income has likewise 
been held a federal question. But whether 
or not a particular trust permits a trustee 
to invade principal on behalf of a beneficiary 
or whether such invasion is mandatory 
(thus creating an annuity trust) are ques- 
tions of interpretation and therefore gov- 
erned by state law. Once rights are decided 
in accordance with state law, federal law 
determines the extent and incidence of the 
tax. 


State Law and the Question of Construction 


Generally speaking, the distinction taken 
by the state courts between an annuity 
trust and an ordinary income trust depends 
on whether the sum which the trustee must 
pay is payable in all events, whether out 
of income or principal. For federal tax 
purposes, however, it is important to note 
that the certainty of payment need be only 
as to the minimum payable in all events, 
not the maximum to be received by the an- 
nuitant. 

Whether a trust instrument contains a 
requirement, express or implied, that prin- 
cipal be invaded if necessary to make up 
the sum provided is a question of construc- 
tion and the sole test of the existence of the 
power of invasion is that of intention. While 
the use of the word annuity may be helpful 
as a signpost of intention, it is not deter- 
minative. 

In a close case, many factors may vary 
a court’s determination of the grantor’s in- 
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tent. For example, when because of insuj 
ficient trust income a natural object , 
bounty seeks to have the specified suq 
named in the instrument made up out d 
principal, the court would be disposed : 
hold, as against the interests of those wit 
whom the grantor was only secondaril 
concerned, that an annuity was intended 
Likewise, courts tend to imply a right te 
invasion of principal when the widow is th 
beneficiary and to interpret gifts in lie 
of dower in her favor. In those state 
where a trust is free within certain limit 
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annuity might also affect the decision. Ithuity ¢; 
states having a perpetuities measuring perio ¥ 


of two lives, courts may be induced to cong. 
strue a trust as an annuity trust, since the Te. 
life of an annuitant is not a measuring lifeg’ 





Federal Law and the Scope of the 
Whitehouse Rule 


The rule of law enunciated in the White 
house case, supra, has been applied in @ 
variety of situations which have not alway 
followed the precise pattern of that casegfnot 
It has been cited as authority in cases noiey 
involving a strict annuity, and in situation 
somewhat removed from the simple annuity} 
feature there found. A classification ma 
aid in a more thorough understanding ° 
the rule and in the determination of "Siig 
applicability: 

Group I. Trust to pay a specified sumjr 
annually. This is the generic case repre gsu 
sented by Burnet v. Whitehouse, supra. Th 
Court held that the amounts received by theffex 
widow were not taxable to her even thoug"§come, 
paid entirely out of income, because they Vh 
were not received by her as income ang 
were payable whether there was income ie 
earned or not. 

Group II. Trust to pay a specified sum 
annually out of income if sufficient, and ou'ft 
of principal to the extent that income "§* 
insufficient. The decisions have drawn 0% 
distinction between the cases in Group ° 
and IT. 


Group III. Trust to pay specific sum oU§ 
of income and, to the extent that incom(g® 
is insufficient, out of principal, but princip® 
payment to be made up out of future & 
cess income. 


house 1 


itself 








1942 


\pril, 
Group IV. (a) Trust to pay income to 
seficiary for life with power in trustees 


pay out of principal any further amounts 
ch trustees deem necessary for his main- 
“ance and support; (b) Trust to pay in- 
me to beneficiary for life with power in 
Lneficiary to demand payment out of prin- 
‘al of any further amounts which he may 
em necessary for his maintenance and 
sport. The cases in group (a) are con- 
ting as to whether an annuity trust has 
-has not been created. The only differ- 
we between Groups IV (a) and (b) i 
tat in the latter the beneficiary is the per- 
nin whom the discretion to invade prin- 
oalis vested. Annie C. Atwood, 29 B. T. A. 
,acase of the (b) type, held that this 
ute of facts did not create an annuity 
ust. It is submitted that this case was 
rectly decided. 


Group V. Trust to pay specific sum an- 
sally out of income with discretion in the 
e to make up any deficiency in income 
ut of principal. The only difference be- 
ween this type of case and the cases set 
oth in Group IV is the provision for a 
ciic sum directed to be paid together 
1 a discretion to invade principal to 
nake up income deficiencies, rather than a 
ift of all the income with a discretion to 
nvade principal for the needs of the bene- 
iciary. The discretion in this type of case 
: snot governed by any standard such as the 
low is th reeds of the beneficiary, but is exercisable 
S in lie. the unrestricted judgment of the trustee. 
se statelin the cases under Group IV (a) the discre- 
ain limit#kion of the trustee is subject to a standard 
ich is susceptible of objective determina- 
tion, But despite these differences the BTA 
ust ratheftas placed the Group V type in the same 
commis alegory as Group IV in holding that this 


» from aifkiorm of provision does not create an an- 
sion. Itbuity trust. 


when Group VI. Trust to pay such sums as 
since thay be necessary for the support and main- 
sring lifeg™@nce of the beneficiary. This situation 

covered by this group opens up an entirely 
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the new field for the application of the White- 
house rule, supra, and though it may present 

_ pif in a great variety of forms, is an 

1e Wee entirely consistent application of the White- 
lied in 3 ouse principal, supra, for the amounts paid 
ot alwaysfto, or for the benefit of, the beneficiary are 
hat caseffmt paid as income and are payable in any 
cases noffevent regardless of the source of payment. 
epi Group VII. Trust to pay all income to 














teneficiary, but if income less than a speci- 


tion Ma/Bfed amount difference to be made up out of 


nding 0 ncipal. This situation, though factually 
yn of It ‘ferent from any of those preceding, comes 
7 ‘learly within the Whitehouse rule, supra, 
ified sumto the extent of the amount of the specified 
se repregsum payable in any event. If the income 
upra, Theexceeds the specified sum, however, the 


ed by the ‘xcess is payable to the beneficiary as in- 
n thougt : Vhee and hence is outside the scope of the 
use thev§Vhitehouse rule, supra. 

ome ant Group VIII. Trust to pay income, but 
Ss incoM@#\eneficiary is guaranteed fixed minimum 
amount through some collateral trust or 


ified sum @greement. 

, and ou'f Group IX. Bequest or devise subject to 

ncome S§¢ payment of a recurring fixed charge. 

{rawn 08 Group X, Applications of the principle 

Group ‘§° the I’hitehouse case, supra, to single pay- 
nents under a will. 

sum of Group XI. Statutory allowances to 

t incomeg"idow or other dependents of decedent dur- 

principaig period of administration of estate. 

uture ex; _ Group XII. Statutory requirements of in- 


‘rest on legacies to dependents from date 
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of death. The statutes of many states pro- 
vide that when a legacy is given to a widow 
or a person to whom the testator stood in 
loco parentis, the legacy draws interest from 
the date of death. The purpose of the 
statutes being to provide some income dur- 
ing the period before the progress of ad- 
ministration permits payment of the legacy. 
The statutory requirement becomes the 
equivalent of testamentary direction, and 
if this were not clearly designated by the 
statute as interest on the legacy, thus bring- 
ing it within the scope of the interest pro- 
vision of the income-tax law, it would present 
a case for the application of the Whitehouse 
rule, supra, since the legatee receives a speci- 
fied amount in all events, and out of prin- 
cipal if necessary. 


Critical Analysis of the Whitehouse Rule 


In the last analysis, the recipient of the 
income should bear the tax. This has been 
implicit in all income-tax legislation. It is 
the basic philosophy of our income-tax sys- 
tem. Whenever the courts have struck 
down a scheme for tax evasion the premise 
has been that income should be taxed to 
the person who actually receives the bene- 
fits. The doctrine of the Whitehouse case, 
supra, contravenes this major premise, for 
the result of its application is that tax does 
not follow income. 


The Whitehouse Rule under State 
Income-Tax Laws 


Thirty-four states and the District of Co- 
lumbia have enacted some form of levy on 
individual incomes. The manner of taxa- 
tion by the states of income held in trust 
has not been uniform. Many states have 
followed the federal pattern; others have 
followed the federal pattern except that 
income distributable in the discretion of the 
fiduciary is taxable to him regardless of 
whether it is paid or credited to the bene- 
ficiary during the tax year. Other states 
have simply taxed to the fiduciary all trust 
income which has not been distributed. In 
two states the statute provides that income 
from property in trust is taxed to the fidu- 
ciary in all events, and no deduction is 
allowed by reason of distributions to the 
beneficiary. 

The doctrine of the Whitehouse case, 
supra, has been expressly adopted in New 
York and Wisconsin, and has been impliedly 
approved in North Carolina. It has been 
rejected by statute in California and by 
regulation in Iowa. In view of the simi- 
larity of the state statute to the federal 
statute, it is likely that most of the states 
will follow the Whitehouse case, supra. 


The Possibility of Judicial Reconsideration 


In view of the apparent willingness of 
the Supreme Court to overturn established 
precedents, there is a possibility that upon 
reconsideration, the Whitehouse and Pardee 
cases, supra, may be overruled. The Su- 
preme Court of late years has shown a ten- 
dency to tax income in the hands of the 
person who benefits from its receipt. Pos- 
sible widespread reliance on the doctrine 
should not cause the Court to hesitate in 
overruling these cases, since on well-settled 
principles the Court may declare the effects 
of its decision to be prospective only. 


Suggested Legislation to Overcome the 
Effects of the Whitehouse Case 
The Whitehouse case, supra, furnishes a 
simple instrument for tax avoidance. 
Whether it will be overruled by the Su- 
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preme Court is problematical. The only 
certain method to overcome its effects 


would appear to be some form of remedial 
legislation. 

Any legislation which is to overcome the 
effects of the Whitehouse case, supra, must 
provide that income shall be conclusively 
presumed to be currently distributable to 
a trust beneficiary to whom payments are 
directed to be made during the year: (A) if 
the payments may be made out of income, 
(B) to the extent that income is available; 
whether or not (1) income is used to make 
the payments, (2) the trust instrument gives 
the trustee discretion to make such pay- 
ments out of principal, or (3) the instrument 
directs that principal be used to assure the 
beneficiary a specified sum at stated periods. 


THE BROADENED SCOPE OF SEC- 
TION 22 (a): THE EVOLUTION OF 
THE CLIFFORD DOCTRINE 


Edmund W. Pavenstedt, Chief, Securities 
Association Unit, Securities and Ex- 
change Commission 


51 Yale Law Journal, December, 1941, 
p. 213-252 


During the year 1940 the Supreme Court 
closed two broad avenues utilized in the 
past by those who sought to minimize their 
surtaxes. Until then it had been thought 
that trust income was taxable to a settlor 
only in situations covered by specific sec- 
tions of the revenue statutes. As to as- 
signed income, although there was a conflict 
in the lower courts, the prevailing view 
tended to regard the assignor as not liable 
to a tax thereon if his right to receive the 
income had become fixed prior to the time 
of the assignment. In Helvering v. Clifford, 
309 U. S. 331, the Court ruled that the head 
of a family could not affect his tax liability 
by allocating part of his income among his 
wife or children through the medium of a 
short-term trust over the corpus of which 
he retained substantial control; in such a 
case the trust income, even though not used 
to satisfy any legal obligation of the grantor, 
remained taxable to him. In Helvering v. 
Horst, 311 U. S. 112, and Helvering v. Eu- 
bank, 311 U. S. 122, it was held that tax- 
ation of income which a person has a fixed 
right to receive without further efforts on 
his part cannot be avoided by an assign- 
ment made prior to the time when such 
income becomes due and payable. Further, 
in Harrison v. Schaffner, 312 U. S. 579, 
another case involving assignment of in- 
come, the Court summarized the rationale 
underlying the decisions in both the trust 
income and the assignment cases. It stated 
that provisions like Section 22 (a) have 
uniformly been construed as “not so much 
concerned with the refinements of title as 
with the actual command over the income 
which is taxed and the actual benefit for 
which the tax is paid.” 

In the Schaffner case, supra, the Court 
relied on the “satisfaction” theory of the 
Horst and Eubank cases, supra. Likewise, 
this case demonstrates the close affinity be- 
tween cases where income is deflected 
through the medium of a trust and by means 
of an assignment. In the latter situation, 
the time factor, borrowed from the trust 
cases, is seized upon to furnish an analogy. 
There are already some lower court deci- 
sions where the power-of-disposal-over-in- 
come and the “satisfaction” concepts of the 
assignment cases have been used, more or 
less aptly, to justify taxation of income to 
grantors or trusts. 


























































































































































U. S. Supreme Court 


California Franchise Tax—Computation.—In computing the 
California franchise tax measured by net income, in the case 
of a foreign corporation doing business within and without 
the state, the Commissioner properly used a formula involving 
factors of property, payroll and sales. The taxpayer failed to 
sustain that its method of separate accounting showing a loss 
for the California branch accurately reflected the portion of 
the income of a unitary business attributable to the state for 
tax purposes.—SC, in Butler Bros. v. McColgan, No. 283, Oc- 
tober Term, 1941. California CT { 8-934, aff’g 17 Cal. (2d) 
664, 111 Pac. (2d) 334. 


Divorce Property Settlement—Annuity Payments on Con- 
tract—Taxability Divorced wife is taxable on annuity pay- 
ments received on a contract entered into after a divorce 
decree, in full settlement of an agreement made in 1916 before 
the divorce to pay the wife $500 a month for the rest of her 
life. Under the agreement the husband had the right to 
terminate it by the purchase of an annuity which would 
pay the wife $500 a month. This purchase terminated the 
contractual agreement, and the wife has failed to show that 
under Texas law, the Texas court retained any control over 
the contract. Two dissents. 

Affirming Circuit Court of Appeals, Second Circuit, 41-1 
ustc J 9475, 120 Fed. (2d) 228, which affirmed Board of Tax 
Appeals, 42 BTA 91, CCH Dec. 11,216.—SC, in Josephine S. 
Pearce v. Commissioner of Internal Revenue. No. 306, October 
Term, 1941. 42-1 ustc ¥ 9327. 


Appellate and Lower Courts 


Accounting Periods and Methods—Accrual of Storage 
Charges Not Collectible until Withdrawal—On the authority 
of Franklin County Distilling Co., Inc. v. Com., 42-1 ustc J 9278, 
the court holds that amounts which purchasers of whiskey 
agreed to pay to a producer of whiskey as storage charges 
were includible in the producer’s gross income on the accrual 
basis although not collectible until the whiskey was withdrawn. 

Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 11,306-C, reported at 403 CCH {§ 7506-C.—CCA-6, 
in Old Lewis Hunter Distillery Co. v. Commissioner of Internal 
Revenue. No. 8933. 42-1 ustc § 9291. 


Basis of Contingent Remainder.—Taxpayer acquired the 
leasehold involved under the will of his grandfather, who 
created a trust with the income thereof payable to taxpayer’s 
mother, and upon her death the corpus was to be divided 
between her children or their heirs. Upon termination of the 
lease by the lessor, taxpayer received his share of payment 
from the lessor for the buildings, as provided in the lease. 
The basis of the buildings was their value at the time of the 
grandfather’s death, although the taxpayer was unborn at 
the time. 
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; H merpretakions 


COURT’ BOARD - DEPARTMENTAL 


Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 11,319-E, reported at 413 CCH { 7082-H.—CCA-2 
in Sinclair Howard Armstrong v. Commissioner of Internal 
Revenue. No. 59. 42-1 ustc J 9283. 


Capital Expenditures v. Current Expenses—Cost of Good 
Will.—Whether or not expenditures are capital investments 
depends upon the purpose for which the expenditures are 
made. Since purpose is a question of fact to be determined by 
the Board, the court refuses to reverse the Board’s finding 
that losses sustained in the operation of a local bus service 
are current business expenses, and not capital expenditures 
which might be added to the basis of the bus route upon its sale. 

Affirming Board of Tax Appeals decision 43 BTA 111, CCH 
Dec. 11,420, reported at 413 CCH { 7120.—CCA-9, in Pcerless 
Stages, Inc. v. Commissioner of Internal Revenue. No. 9891. 
42-1 ustc J 9295. 


Capital Stock Tax—Adjustment for Stock Retirement after 
Year of Disposition —In computing its adjusted declared value 
for capital stock tax purposes as of June 30, 1935, taxpayer is not 
entitled, under Sec. 701(f), 1934 Act, to deduct from its 
declared value as of June 30, 1934, the cost or other basis 
to it of stock acquired by it in years prior to 1934 but not 
retired until 1934. 

Reversing District Court decision, 37 Fed. Supp. 536, re- 
ported at 41-1 ustc § 9269—CCA-3, in Diamond Alkali Co. v. 
William Driscoll, Individually and as Collector of Internal Rev- 
enue. No. 7741. 42-1 ustc J 9284. 


Community Property—Effect of Property Settlement 
Agreement.—Evidence controverts taxpayer’s claim that a 
written property settlement agreement made with his wife 
in 1933, which provided that subsequently acquired property 
should be the separate property of the one acquiring it, was 
superseded by an alleged executed oral agreement before the 
taxable years. Hence, Commissioner’s determination that 
income earned by the taxpayer for personal services during 
the taxable years is taxable to him in its entirety is sustained. 

Affirming memorandum decision of the Board of Tax Appeals, 
CCH Dec. 11,874-B, reported at 413 CCH { 7474-B.—CCA-9, 
in Oliver N. Hardy v. Commissioner of Internal Revenue. No. 
9887. 42-1 ustc J 9293. 


Distributions by Corporations—Tax Status.—Where a 10% 
stock dividend in non-voting common stock is distributed to 
the holders of voting common and non-voting common stock, 
holders of voting common stock who receive such a stock 
dividend distribution have not realized taxable dividend in- 
come, unless there has been a change in the proportionate 
interests in the corporation owned by them by reason 0! 
such distribution. The case is remanded for determination 
of whether or not the proportionate interests remained the 
same after the distribution. 
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Reversing BTA decision, 42 BTA 484, CCH Dec. 11272, 
reported at 413 CCH { 7472.—CCA-9, in R. A. Sprouse v. 
Commissioner of Internal Revenue. No. 9751, October Term, 
1941, 41-2 ustc J 9703. 


Dividends-paid Credit—Payment of Notes Issued as Divi- 
dends.—Sec. 27 (a) (4) and Sec. 27 (e), 1938 Act, are not 
entirely independent of each other, and taxpayer, which was 
allowed a dividends-paid credit under Sec. 27 (d), 1936 Act, 
for the full amount of dividends declared in 1936 and paid 
partly in promissory notes, is not entitled under Sec. 27 (a) 
(4), 1938 Act, to a dividends-paid credit for payment in 1938 
of the indebtedness arising out of the declaration of the divi- 
dends in 1936. 

Affirming decision of the Board of Tax Appeals, CCH Dec. 
11,687, reported at 413 CCH { 7287.—CCA-9, in Spokane Dry 
Goods Co. v. Commissioner of Internal Revenue. No. 9856. 
42-1 ustc J 9294. 


Excise Tax on Sporting Goods—Credits and Refunds of 
Manufacturers’ Excise Taxes (1932 Act).—Punchboards and 
push cards manufactured by the taxpayer were gambling 
devices and are not taxable as “games and parts of games” 
or as “sporting goods” under Sec. 609, 1932 Act. 

Evidence was insufficient to show that written consents to 
refund of taxes were executed by the ultimate purchaser, and, 
hence, requirements of Sec. 621 (d), 1932 Act, for refund of 
tax were not met. 

Reversing as to the first issue but affirming as to the second 
issue District Court decision, 41-2 ustc § 9519.—CCA-7, in 
Irwin Feitler, Sole General Partner, Gardner & Co., a Limited 
Partnership v. Carter H. Harrison, Collector of Internal Revenue, 
First Dist. of Illinois. No. 7802. 42-1 ustc { 9286. 


Foreign Tax Payment of Foreign Subsidiary—Credit De- 
nied.— Taxpayer, a domestic corporation, owned all of the 
stock except directors’ qualifying shares of a Canadian man- 
ufacturing corporation and the latter company owned all of 
the stock of a Canadian selling corporation except directors’ 
qualifying shares. Books of the two foreign corporations 
were kept by employees of taxpayer, and dividends declared 
by the two Canadian corporations were reflected on the books 
of each such corporation and the books of its immediate parent 
by appropriate credit or debit entries. Taxes to the Canadian 
Government, on the basis of consolidated returns of the 
Canadian corporations, were paid by the issue of vouchers 
by the Canadian manufacturing corporation for checks on a 
commercial account used by both of the Canadian corpora- 
tions but carried in the name of the Canadian selling corpora- 
tion (the sub-subsidiary of the taxpayer) and maintained by 
deposit of receipts obtained by the Canadian selling corpora- 
tion from sales of products made by the Canadian manufac- 
turing corporation. The Court holds that taxpayer is not 
entitled to credit for the taxes paid to the Canadian Govern- 
ment, since the scope of the foreign tax credit provision of 
Sec. 131 (f), 1928 Act, does not provide for taxes paid by a 
foreign subsidiary of a foreign subsidiary—DC, ED, Mich., 
S. Div., in Burroughs Adding Machine Co. v. John M. Terwil- 
liger, Former Acting Collector of Internal Revenue, and Giles 


Kavanagh, Collector of Internal Revenue. No. 1625-Civil. 42-1 
usTc J 9213. 


Gross Income—Sale of Treasury Stock.—Art. 22 (a)-16, 
Reg. 94, providing that if a corporation deals in its own 
shares, the resulting gain or loss is to be computed in the 
Same manner as though the corporation were dealing in the 
shares of another, is valid in application to a sale of treasury 
stock which occurred in 1937, after promulgation of such regu- 
lations. The sale of the stock was not a mere capital transac- 
tion, but resulted in taxable gain in the same manner as would 
have resulted from a sale of stock in other corporations in 
which the corporation might have invested. The fact that 
the stock was sold for less than its intrinsic value and its 
market price is without effect. One dissent. 
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Reversing District Court decision reported at 414 CCH 
{ 9032—CCA-5, in Marion K. Allen, Collector of Internal Rev- 
enue v. National Manufacture and Stores Corp. No. 9814. 
42-1 ustc J 9240. 


Stock Valuation—Trial Court Procedure.—The court con- 
siders complaints as to form of questions put to the jury by the 
trial court, examination of a witness, admissibility of certain 
exhibits in evidence, and form of the verdict, and holds jury 
trial to have been fair and that there was no error in the 
judgment that taxpayer had failed to establish error in the 
Commissioner's determination of the value of Cream of Wheat 
Company stock as of March 1, 1913, at $10.424353 per share. 

Affirming District Court decision—CCA-8, in The Concord 
Co. v. Walter R. Willcuts, Ruth Willcuts and Cecil H. Deighton, 
Exrs., Will and Estate of L. M. Willcuts, Collector of Internal 
Revenue of the United States. No. 11,980. 42-1 ustc § 9285. 


Trust Taxable as Association.—A trust which held title to an 
oil lease, issued no trust certificates, had no officers or seal, 
held no regular meetings, and had no employees other than 
those who worked on the leasehold is an association, taxable 
as a corporation, by reason of attributes analogous to those 
of corporate organizations, including the following: (1) Title 
to property held by trustee during existence of trust; (2) pro- 
vision for successor-trustee, making trust a continuing entity; 
(3) centralized management vested in trustee as representative 
of beneficial owners; (4) transfer of an entire beneficial in- 
terest possible without affecting continuity of the enterprise; 
(5) personal liability of beneficiaries limited to their beneficial 
interests; and (6) limitations placed on powers of the trustee 
left him essential powers for operation of the leases. 

Reversing memorandum decision of Board of Tax Appeals, 
CCH Dec. 11,426-D, reported at 413 CCH { 7126-D.—CCA- 
10, in Commissioner of Internal Revenue v. Nebo Oil Co., Trust 
No. 2320. 42-1 ustc { 9287. 


Trusts—Single v. Several—Accumulations.—Where under 
the terms of a trust the trustees paid over a certain amount 
to a bank to accumulate and hold for the ultimate beneficiary 
and where it was the intent of the settlor that the accumula- 
tions should be distributed in the same manner as the corpus, 
the court holds that there was only one trust and that the 
accumulations were part of the same trust estate and cannot 
be regarded as “distributions” deductible by the trust. 

Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 11,334-G, reported at 413 CCH { 7081-Y.—CCA-9, 
in George Urquhart and George Wagner, Trustees, Estate of 
E. H. Edwards v. Commissioner of Internal Revenue. No. 9793. 
42-1 ustc J 9296. 


Board of Tax Appeals 


Advertising Expenses of Subsidiary—Deductibility.—Peti- 
tioner is engaged in the bottling and distributing of mineral 
water. As an incident to its business, it operated a resort 
hotel on the property on which the springs were located. 
Just prior to the taxable years the resort property was trans- 
ferred to a wholly owned subsidiary of petitioner. Because 
it was anticipated that the subsidiary would lose money peti- 
tioner agreed to pay for the advertising done by the hotel. 
All the advertising of the hotel always mentioned petitioner’s 
bottled mineral water. The Board holds that the expenditures 
for advertising were ordinary and necessary business expenses 
and were deductible by petitioner. The deduction by a cor- 
poration of expenses paid to subsidiaries does not constitute 
the filing of consolidated returns or amount to a shifting of 
profits and losses at will—The Shasta Water Co. v. Commis- 
sioner, CCH Dec. 12,411-B; Docket 102772. Memorandum 


opinion. 


Corporate Distribution from Depletion Reserves—Compu- 
tation of Holding Period for Capital Gain or Loss Purposes.— 
(1) In the case of a corporation owning oil lands and in order 
to determine whether payments made to stockholders of 
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such corporations are distributions out of earnings and profits, 
the Board must know what amounts are properly attributable 
to depletion based on the corporation’s cost, how much 
remained from past years as well as for the current period 
as undistributed earnings and profits and whether any amount 
paid by the corporation to its stockholders, including this peti- 
tioner, was a part of the recovery of basis thus calculated. 
The petitioner having failed to present the above essential 
facts, the Board could not determine whether the payment in 
question was a dividend or a return of capital. 


(2) On the authority of Hlarriet M. Hooper, 26 BTA 758, 
CCH Dec. 11,787, the capital gain and loss holding period is 
computed by excluding the day on which the asset was 
acquired.—Cecil Sims v. Commissioner, CCH Dec. 12,410-D; 
Docket 104032. Memorandum opinion. 


Corporation Credits—Indebtedness Payment from Cash on 
Hand Restricted.—Taxpayer was required to set aside and 
apply two-thirds of its cash on hand over and above $7,500 on 
its indebtedness under the terms of a written contract exe- 
cuted by it prior to May 1, 1936, which prohibited the pay- 
ment of any dividends until the indebtedness was paid in full. 
On July 31, 1937, during the taxable year, the indebtedness 
was paid in full out of 1937 earnings and profits. The Board 
holds that the taxpayer is not entitled to a credit under Sec. 
26 (c) (2), 1936 Act, for the reason that the contractual 
provision relied upon does not expressly deal with the dispo- 
sition of earnings and profits of the taxable year since the 
contract speaks only of “cash on hand” which is not neces- 
sarily earnings or profits. Since the contract nowhere pro- 
vides that dividends shall not be distributed within the taxable 
year or any other year, but merely provides against such 
payment of dividends until the indebtedness is paid and dis- 
charged, the Board holds that the contract did not forbid 
distribution of income as dividends during the year, nor did 
it provide that the debt be paid from income and therefore 
the taxpayer is not allowed a credit under Sec. 26 (c) (1), 
1936 Act. 

Arnold dissents by holding that to the extent the cash 
was used to satisfy its debts, the taxpayer was deprived of 
earnings and profits otherwise available as dividends. Leech, 
Turner and Tyson agree with this dissent—Dr. Pepper Bottling 
Co. of Memphis, Inc. v. Commissioner, CCH Dec. 12,142; 
Docket 101626. 45 BTA —, No. 89. 


Corporation Credits (1936 Act)—Sinking Fund Require- 
ments.—By the terms of a mortgage indenture petitioner was 
required to pay to the corporate trustee $2.50 per thousand 
feet of logs and lumber currently sold and used and the 
trustee was required to place amounts so received in a sinking 
fund for the purpose or retirement of bonds. It is held that 
petitioner is entitled to the credit provided by Sec. 26 (c) (2), 
1936 Act, to the extent of the amount paid by it pursuant to 
such contractual provision. Michigan Silica Co., 41 BTA 511, 
CCH Dee. 11,025, followed.—Saginaw & Manistee Lumber Co. 
v. Commissioner, CCH Dec. 12,177; Docket 103302. 45 BTA 
—, No. 124. 


Decedent’s Accrued Income—Dividends Declared before, 
but Payable after Death—The question presented by this 
proceeding is whether dividends declared prior to the death 
of the decedent but payable only to stockholders of record as 
of a date subsequent to decedent’s death are accruable to dece- 
dent and taxable as his income, or are accruable as the income 
of his estate. The corporations declared that the dividends in- 
volved were domiciled in New Jersey, Delaware, Pennsylva- 
nia, and Maine. Applying the rule that the question of 
whether such dividends are corporate debts upon declaration 
and thus accruable to decedent must be determined by the 
law of the corporation’s domicile, it is held (1) that such 
dividends declared by corporations domiciled in New Jersey 
are accruable to decedent (following Estate of Lewis Cass 
Ledyard, Jr., 44 BTA 1056, CCH Dec. 12,011), and (2) that 
such dividends declared by corporations domiciled in Dela- 
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ware, Pennsylvania, and Maine are not corporate debts upon 
declaration, and hence are not accruable to the decedent and 
taxable as his income but are taxable to the income of his 
estate. In the course of its support of conclusions with respect 
to dividends of corporations involved in the instant case, the 
3oard states that it adheres to its prior decision that dividends 
declared by New York corporations are not corporate debts 
upon declaration where payable to stockholders of record on 
some future date, despite reversal by the Fourth Circuit in 
Helvering v. McGlue, 41-1 uste J 9403, 119 Fed. (2d) 167. 


Arundell, Smith, Turner, Mellott, and Opper dissent, without 
written opinion.—Estate of Henry W. Putnam, Deceased, Guar- 
anty- Trust Co. of New York, Exr. v. Commissioner, CCH Dec. 
12,137; Dockets 102689, 102690. 45 BTA —, No. 84. 


Deductions—Accrued Interest.—The petitioner, an operat- 
ing company, and its parent company were both upon the 
accrual basis of accounting. Petitioner in the taxable years 
accrued on its books large amounts of interest on indebtedness 
to the parent company, including interest accrued in past years 
and added to principal. Although heavily indebted to the 
parent, in amounts greater than the value of its assets, the 
petitioner had assets of several million dollars, was actually 
engaged on a large scale in the production, refining, and mar- 
keting of crude oil, and is endeavoring to make money to pay 
the indebtedness. On the basis of the conclusion that although 
the creditor is not required to accrue items about which there 
is a strong contingency as to payment, it does not follow 
that the debtor is not entitled to and required to accrue inter- 
est items in the year when they constitute a liability, even 
if the debtor’s assets may not prove sufficient to discharge 
such liability accrued, it is held that the Commissioner erred 
in denying deduction of the interest accrued. 

Smith, Turner, Mellott, and Opper, dissent, without opinion— 
Panhandle Refining Co. v. Commissioner, CCH Dec. 12,159; 
Docket 103637. 45 BTA —, No. 106. 


Deductions and Credits—When Taken—Contingent Liabili- 
ties—Petitioner, on the accrual basis of accounting, was 
one of several defendants in a proceeding in a District Court 
which on May 1, 1937, entered a decree against all the 
defendants and thereafter, before the period of appeal from 
the decree had expired, also entered an order, consented to 
by the plaintiff and not objected to by any defendant, to the 
effect that the ultimate liability of all the defendants should be 
determined by the final decision of higher courts on appeals 
taken by any of the defendants. Petitioner herein did not 
file an appeal, but other defendants did file appeals which 
were not finally determined until 1939. The Board holds that 
the amount of the judgment of the District Court against 
petitioner in 1937 remained a contingent liability and was not 
properly accruable during its fiscal year ended May 31, 1938— 
Lepman Bros. Co. v. Commissioner, CCH Dec. 12,179; Docket 
104815. 45 BTA —, No. 126. 


Deficiency Assessment—Statute of Limitations.—Although 
both petitioner, who signed and swore to the correctness of 
his income tax return for the year 1930, and his agent, who 
actually prepared such return, were grossly negligent in arriv- 
ing at the cost basis of certain shares of stock sold by peti- 
tioner in the year 1930, resulting in a large overstatement of 
the cost of such stock and a large understatement of peti- 
tioner’s net income, neither petitioner nor his agent actually 
knew such return was false. It is held that petitioner’s income 
tax return for 1930 was not false or fraudulent with intent to 
evade tax and the statute of limitations has barred the defi- 
ciency which the Commissioner determined for that year. 
Mitchell v. Commissioner, 41-1 ustc J 9317, 118 Fed. (2d) 308, 
followed. 

Sternhagen, Turner, and Opper dissent without opinion. — 
William E. Mitchell v. Commissioner, CCH Dec. 12,183; Docket 
85612. 45 BTA —, No. 130. 


Dividends-paid Credit—1936 Act—Contract Restricting 
Dividends.—During October, 1935, petitioner by an exchange 
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of letters entered into an agreement with a local bank whereby 
it was agreed that in the event petitioner declared any divi- 
dends in excess of the semiannual dividend of $2.50 a share 
on the preferred stock, then “the Bank shall have the right 
at its option to declare any note of your company held by it 
at once due and payable.” During the taxable years 1936 
and 1937, petitioner was indebted to the bank and paid no 
dividends except dividends on its preferred stock. The Com- 
missioner has allowed a dividends-paid credit for the dividends 
so paid. It is held that the letters between petitioner and the 
bank did not operate as a legal restriction upon the petitioner 
as to the amounts which it could distribute within the taxable 
years aS dividends and, in computing the surtax on undis- 
tributed profits under Sec. 14, 1936 Act, petitioner is not 
entitled to any credit under Sec. 26 (c) (1) of the same act. 
Page Oil Co., 41 BTA 952, CCH Dec. 11,078, and Sutcliffe Co., 
41 BTA 1009, CCH Dec. 11,084, distinguished. 

Opper concurs only in the result. Arundell and Mellott dis- 
sent, without opinion.—Atlantic Co. v. Commissioner, CCH 
Dec. 12,160; Docket 105340. 45 BTA —, No. 107. 


Gift of Accrued Interest—Donor’s Taxability.—Since 1932, 
petitioner, a taxpayer reporting on the cash basis, owned a 
certain note and mortgage. No interest was paid on the 
indebtedness while petitioner owned it. On December 30, 
1935, the unpaid principal was $130,000, and the accrued and 
unpaid interest thereon amounted to $24,176.39. On that date, 
petitioner assigned the note and mortgage with all rights to 
interest, to a trust for the benefit of her children. The trustee 
collected the $24,176.39 of interest, $18,000 in 1936, and the 
balance of $6,176.39 in 1937. The petitioner reported the in- 
terest as a part of her 1935 gifts but did not report any part 
of it as income. The Board distinguishes the present facts 
from the Horst case, 311 U. S. 112, 40-2 ustc [ 9787, wherein 
it was decided that where both the gift and the collection of 
the interest occurred in the same taxable year, the interest is 
taxable in that year to the donor on a cash receipts basis. 
Accordingly, since none of the income was collected in the 
taxable year, 1935, none of it may be taxed to the grantor- 
petitioner as income of that year. 

Hill dissents without written opinion— Annie H. Colby v. 


Commissioner, CCH Dec. 12,141; Docket 104367, 45 BTA —, 
No. 88. 


Gross Income—Unconstitutional Tax Refunded.—In 1939, 
the petitioner and the Commissioner signed a closing agree- 
ment whereby the total liability of the petitioner for the tax 
on unjust enrichment was settled and the petitioner’s claim 
for refund of AAA taxes was credited to the above liability. 
The Commissioner determined that petitioner received a re- 
fund of processing taxes and allocated such taxes to the year 
ending May 31, 1935, and seeks now to collect a deficiency in 
income tax for such year. The Board holds that the best 
method to reflect income is to adjust the income of the year in 
which unconstitutional taxes are paid rather than treat as 
income in the later year the amount received as a refund. The 
contention of the petitioner that the computations attached 
to the closing agreement cannot be considered here is unsound. 
—Ada Milling Co. v. Commissioner, CCH Dec. 12,179-A; Docket 
100466. Memorandum opinion. 


Installment Payments under Insurance Contract—Exclusion 
from Gross Income.—Petitioner, as beneficiary of an insurance 
policy taken out by her deceased father, is guaranteed 25 
annual installments of $1,001.60. Before the taxable year the 
petitioner had already received the full commuted value of 
the policy at the time of the insured’s death. The Commis- 
sioner seeks to include as gross income the amount received 
in the taxable year under the insurance policy. On the 
authority of Com. v. Winslow, (CCA-1) 113 Fed. (2d) 418, 
40-2 ustc § 9582, the Board holds that the amount in question 
Was received under a life insurance contract paid by reason 
ot the death of the insured and such amount is to be excluded 
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from the petitioner’s gross income under Adelaide F. Chapman 
v. Commissioner, CCH Dec. 12,412-G; Docket 106642. Mem- 
orandum opinion. 


Investor’s Expenses and Loss by Theft—Deductibility.— 
(1) Certain expenditures for rent, salaries, fees to investment 
counsel, etc., are held not to have been deductible, for, although 
taxpayer’s transactions in his own securities were large, he 
was not engaged “in carrying on a trade or business” within 
the meaning of Sec. 23 (a), 1936 Act. 

(2) Although proof that taxpayer’s $500 gold cigarette 
case was stolen while left on a table in a hotel or night club 
was circumstantial, and taxpayer advertised it as lost, it is 
held that taxpayer is entitled to the claimed deduction.—W. 
Roosevelt Thompson v. Commissioner, CCH Dec. 12,412-E; 
Docket 102569. Memorandum opinion. 


Loss Deduction—Lack of Bids for Warrants Not Identi- 
fiable Event.—Commonwealth Gas Corporation warrants, which 
permit the holders to purchase stock in the corporation at a 
price of $5.00 a share until July 1, 1938, did not become 
worthless in 1937. Although the market price of the stock 
never exceeded $3.75 and the warrants were consequently 
without intrinsic value, the warrants on October 9, 1937, had 
a market value of three cents. The disappearance of bids on 
the warrants in the over-the-counter market after October 9, 
1937, was not an identifiable event which fixed the worthless- 
ness of the warrants.—Estate of Frank A. Wills, Deceased, 
Harry J. Alker, Jr., Claire M. Wills, Arthur E. Spellissey and 
Provident Trust Co. of Philadelphia, Exrs. v. Commissioner, 
CCH Dec. 12,410-E; Docket 104033. Memorandum opinion. 


Partnerships—Mortgagor’s Loss from Property Reconveyed 
to Mortgagee.—Petitioner and another purchased certain im- 
proved property in 1929. The property was deeded to A, the 
nominee of the buyers. The nominee gave the seller a bond 
and a mortgage for $25,000 of the purchase price, the buyers 
supplying the balance in cash which was put up by them in 
equal portions. The nominee conveyed the property to the 
Liberty Place Holding Corporation subject to the mortgage. 
This corporation issued to the buyers a certificate reciting 
that it held title for them. On August 2, 1934, without receiv- 
ing consideration from the grantee, the corporation deeded 
the property back to the mortgagee. At that time petitioner 
had an unrecovered cost of equity in the property of $6,873.99. 
The Board holds that loss did not arise from the “sale or 
exchange” of property within the meaning of Sec. 117, 1934 
Act, and that the loss is an ordinary loss allowable in full. 
The petitioner was not a member of a partnership within 
the meaning of Sec. 801 (a) (3), 1934 Act—William B. Fal- 
coner v. Commissioner, CCH Dec. 12,139-A; Docket 95314. 
Memorandum opinion. 


Real Estate Subdivision Held During Inactive Period—Cap- 
ital Gain or Loss.—To complete a subdivision petitioner needed 
a few acres belonging to B who would not sell them sepa- 
rately so petitioner was forced to buy B’s entire tract of 204 
acres which he subsequently mortgaged to B. These acres 
were then included in the subdivision and lots were sold in 
such acres. From 1929 to 1938 because of market conditions 
petitioner sold no lots although he looked after the taxes on 
the subdivision, collected deferred payments on lots previously 
sold and rented homes in the area. In 1937, in consideration 
of B not foreclosing on the 204 acres and for the satisfaction 
of the balance due on the mortgage thereon, petitioner con- 
veyed to B all the property acquired from B with the excep- 
tion of 16 lots. The Board holds that the petitioner was 
engaged in the real estate business in 1937 and that the loss 
on the conveyance to B was an ordinary loss deductible in full, 


—Orrin E. Boyle v. Commissioner, CCH Dec. 12,412-D; Docket 
105503. 


Sale of Syndicate Interest—Capital Gain or Loss.—Petition- 
ers and a corporation entered into an agreement whereby 
petitioners were to investigate and buy up certain telephone 
properties in Ohio with money supplied by the corporation. 
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All net earnings of the syndicate were to be divided, after 
the payment of 6% on the corporation’s money advanced, 
in the ratio of 75% for the corporation and 25% for the peti- 
tioners. In addition, the petitioners were to contribute all 
their salaries they might receive as officers or employees of 
the telephone companies acquired. All losses were to be sus- 
tained by the corporation. Although the syndicate never 
earned enough to pay the 6% charge in full, the corporation, 
in 1936, on the basis of petitioners’ 1934 valuation of the 
properties acquired ($200,000), paid petitioners $162,500 for 
their interest in the syndicate. The Board holds that peti- 
tioners sold a capital asset, i. e., their interests in a joint ven- 
ture, and that the gains realized were capital gains. Petitioners 
are not to be regarded as employees of the corporation.— 
Gustav Hirsch v. Commissioner; Loren M. Berry v. Commis- 
sioner, CCH Dec. 12,410-C; Dockets 101478, 101479. Memo- 


randum opinion. 


State License Tax Deductibility—Federal Processing Tax 
Refund—Liability Accrual.—(1) In its return for the fiscal 
year ended July 31, 1935, taxpayer, on the accrual basis, 
deducted the amount of the Montana corporation license tax 
based upon taxpayer’s income for such fiscal year, but paid 
during the fiscal year ended June 30, 1936. In view of the 
decision of the State Supreme Court of Montana, in State of 
Montana v. J. O. Maguire Constr. Co. (December 4, 1941), that 
the corporation license tax herein is similar to an income tax 
and is imposed for the privilege of doing business in Montana 
during the year in which the income is received and is based 
on that income, it is held that the tax accrued in the fiscal 
year ended June 30, 1935, and the deduction was properly taken. 


(2) Taxpayer, in the business of milling and selling flour, 
keeping its accounts on the accrual basis, is held entitled to 
a deduction for the fiscal year ended June 30, 1936, for amounts 
refunded to some of its customers during the following fiscal 
year, on account of federal processing taxes included in the 
price of flour purchased by them during the year ended June 
30, 1936, since under the terms of the contracts with the ven- 
dees, taxpayer’s liability to make the refunds became fixed 
in the taxable year ended June 30, 1936.—Montana Flour Mills 
Co. v. Commissioner, CCH Dec. 12,412-C; Docket 104798. 


Memorandum opinion. 


Unauthorized Use of Corporate Funds—Director—Loss 
Deduction.—Petitioner was a director and executive officer of a 
flour milling corporation. For the benefit of the corporation, 
petitioner used the corporation’s funds for speculative pur- 
chases of wheat. Because petitioner was not authorized to 
do this, the corporation sued petitioner and recovered the 
losses incurred on such purchases. The Board holds that 
although the purchases were authorized they were made solely 
for the benefit of the corporation and were therefore made in 
the course of carrying on petitioner’s business of being an 
executive officer of the corporation. Petitioner is allowed to 
deduct as a loss the amount paid in satisfaction of the judg- 
ment and may also deduct the attorney’s fees—Dziron Fager- 
berg v. Commissioner, CCH Dec. 12,411-A; Docket 103449. 


Memorandum opinion. 


Worthless Stock—Loss Deduction.— Petitioner owned stock 
in a corporation whose only asset was a coal mine which had 
been shut down since 1933 at which time the corporate liabili- 
ties exceeded the assets by $1,750,000. In 1934, the corpora- 
tion filed a petition for reorganization and in the same year 
the trustee of the corporation’s bond issue sued to foreclose 
because of default in the payment of interest on the bonds. 
The assets were sold at a foreclosure sale in 1936. The Board 
holds that the stock became worthless prior to 1936 where 
it was apparent that the reorganization plan presented in 1934 
would result in the cancellation of petitioner’s stock and if 
such plan were not granted the sale of the assets under the 
foreclosure would not result in enough money to pay off the 
creditors—Ezra Van Horn and Phoebe B. Van Horn, Husband 
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and Wife v. Commissioner; Sollace B. Coolidge and Mary D. 
Coolidge, Husband and Wife v. Commissioner, CCH Dee. 
12,411-C; Dockets 102182, 102183. Memorandum opinion. 


Bureau of Internal Revenue 


Exemptions—Charitable Organizations——The decision of 
the United States Circuit Court of Appeals for the Second 
Circuit in Roche’s Beach, Inc., v. Commissioner (95 Fed. (2d), 
776, Ct. D. 1359, CB 1938-2, 230) [38-1 ustc { 9302], holding 
that a corporation organized for the purpose of, and engaging 
in, business activities was exempt from income taxation under 
section 103 (6) of the Revenue Act of 1928 as a corporation 
organized and operated exclusively for charitable purposes, 
although it did not dispense charity but merely produced 
income for such purpose to be administered by another tax- 
exempt corporation, should no longer be followed by the Bureau, 

GCM 20853 (CB 1938-2, 166), GCM 21610 (CB 1939-2, 103), 


and GCM 22116 (CB 1940-2, 100) modified—GCM 23063, i942- 
6-10983 (p. 1). 


Farmers’ Expenses—Deductibility——The so-called penalties 
incurred and paid by producers under the Agricultural Adjust- 
ment Act of 1938, as amended, upon the marketing of certain 
crops in excess of the farm marketing quotas, are deductible 
under section 23 (a) of the Internal Revenue Code as ordi- 
nary and necessary expenses by the producers who are 
required to pay such penalties. Where, however, the penalty 
is paid by the purchaser and deducted from the purchase 
price of the crop, the producer should include in gross income 
only the amount actually received by him for the crop, and 
should take no deduction for the penalty paid by the purchaser.— 
IT 3530, 1942-7-10988 (p. 2). 


Gross Income Defined.—The amount received by an em- 
ployee as the result of an award by the National Labor Rela- 
tions Board on account of his being discharged in violation of 
the National Labor Relations Act (49 Stat., 449) constitutes 
income to the recipient. SST 359 (CB 1939-1 (Part 1), 305), 
holding that such an amount does not constitute “wages” 
under Titles VIII and IX of the Social Security Act, is not 
governing in determining whether such an amount constitutes 


income.—IT 3532, 1942-8-10996 (p. 2). 


Interest on U. S. Obligations—The M Lodge, which has 
been held to be exempt from federal income tax under sec- 
tion 101(3) of the Internal Revenue Code, is not subject to 
federal income tax on interest received by it on United States 
savings bonds.—IT 3499, 1941-34-10810 (p. 2). 


Nonresident Alien—Credits against Net Income.—A non- 
resident alien individual who is a resident of Canada or 
Mexico is entitled to a credit of $400 for each person qualifying 
under the law as a dependent. Section 25 (b) 2 (B) of the 
Internal Revenue Code, as amended by section 113 of the 
Revenue Act of 1941, is not applicable to such cases.— 
GCM 23066, 1942-6-10984 (p. 2). 


Payment of Tax—Treasury Tax Notes.—Where separate 
federal income tax returns are filed by a husband and wife, 
Treasury notes of Tax Series A-1943, B-1943, A-1944, and 
B-1944, inscribed in the name of one spouse, may not be used 
to satisfy the income tax liability of the other spouse. This rule 
is equally applicable where the husband and wife are residents 
of a community property state—IJT 3534, 1942-9-11004 (p. 7). 


Withholding Tax at Source——Withholding of tax at the 
source under sections 143 (b) and 144 of the Internal Revenue 
Code, as amended, is required to be made at the rates in 
effect on the date the dividend check is originally issued, 
irrespective of whether the check is later returned because 
of defective address or a new check is subsequently issued to 


replace the original which has been lost.—IJT 3535, 1942-9- 
11005 (p. 8). 
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